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x-iginal and twenty-one copies of the Surrebuttal Testimony of Darron W. Carlson, Brian K. Bozzo, 
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A e is Danon W. son. I am a Public Utilities Analyst V employed by the 

oration Commission (“ACC” or “Commission”) in the 

business address is 1200 West Washington Street, Pho 

Q. Are you the 

case? 

me Darron W. Carlson who previously filed 

A e is Danon W. son. I am a Public Utilities Analyst V employed by the 

orporation Commission (“ACC” or “Commission”) in the 

business address is 1200 West Washington Street, Pho 

Q. Are you the me Darron W. Carlson who previously filed rect testimony in this 

case? 

A. Yes,Iam. 

Q. 

A. 

What is the purpose of your surrebuttal testimony in this proceeding? 

The purpose of my surrebuttal testimony in this proceeding is to present Staffs response 

to the rebuttal testimonies filed by the Arizona Utility Investors Association (“AUIA”) 

witness Mr. Walter Meek and Arizona-American Water Company, Inc. (“AAWC” or 

“Company”) witnesses Mr. David Stephenson, Mr. Thomas Bourassa, Mr. Fredrick 

Schneider, and Dr. Thomas Zepp. In adhtion, I am presenting Staffs surrebuttal 
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A. I will rebut each of the opposing witnesses in the same order as listed above and within 

each section I will rebut issues in the order used by that witness. Then I will review 

Staffs specific changes to plant and fair value rate base. 

Q. 

A. 

Did Staff prepare revised surrebuttal schedules for each of the ten systems? 

Yes. Staff prepared revised surrebuttal schedules for each of the ten systems for revenue 

requirement, rate base, and operating income. 

Q. Does the fact that Staff does not respond to any of the Company's issues raised in its 



3 

4 

5 

6 
1 
c 7 

8 

I 9 

I 10 

11 

t 12 

13 

14 

15 I 
16 

17 

18 

I 
I 19 

20 I 
21 

22 

23 

1 24 

ot agree. Mr. Meek argues, at page 17, the Commission should 

cting the Company’s current value at market, not hstoric or book 

That is not consistent with proper rate-making principles or the historical practice 

Commission. Staff believes that all valuations that are correct and pertinent should be 

considered in a fair value determination. In this particular case, until now, the only correct 

and pertinent valuation was original cost. Staff Engineering determined that the corrected 

RCND valuations filed in the Company’s rebuttal testimonies have corrected the 

deficiencies cited in Staffs direct testimonies. 

Based on the corrected RCND valuations, Staff recommends the normal Commission 

practice of weighting the FVRB to reflect 50 percent original cost rate base (“OCRB”) and 

50 percent reproduction cost rate base (“RCRB”). The surrebuttal schedules reflect this 

altered recommendation. 

Acquisition Adjustment 

After review of Mr. Meek’s rebuttal testimony, what is Staffs understanding of his 

position on the acquisition adjustment? 
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the purpose of demonstrating net benefits becomes less reliable, and 

therefore more difficult to demonstrate, as time lapses. Staff suggests that 

“defer” should be avoided in any Commission Order in this proceeding to eliminate any 

potential misinterpretation that the Commission has changed the requirements established 

in Decision No. 63584 for recovery of the acquisition adjustment. 

AAWC WITNESS M R  DAVID STEPHENSON 

Fair Value Rate Base and Acquisition Adjustment 

Q. Why has Staff included both F’VRB and the acquisition adjustment in one sub- 

section? 

Both issues are included in t h s  one sub-section because Mr. Stephenson so entwines the 

two issues that Staff could not separate them. In Mr. Stephenson’s rebuttal testimony both 

issues are included under the sub-title of acquisition adjustment. 

Q. After review of Mr. Stephenson’s rebuttal testimony, what is Staff‘s understanding 
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rebuttal filings on the Schedules B-1 and B-2. 

Company’s proposed original cost rate base? 

accounting purposes. Mr. Stephenson claims that it does not matter since the Company’s 

proposed FVRB reflects only RCND valuations and excludes the acquisition adjustment. 

Q. Does Staff agree that the OCRB treatment of the acquisition adjustment does not 

matter? 

No, Staff does not agree. Regardless of the accounting, if the Company is not requesting A. 

recovery of the acquisition adjustment, then it should have made an adjustment to remove 

it .from original cost rate base for rate-making purposes. 
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oes Staff choose to use 50 percent OCRB and 50 percent R in its FVRB? 

This particular method is the one that this Commission has used in most, if not all, of the 

rate cases where there are valid OCRBs and RCRBs. The Commission has determined 

this method to be reasonable and appropriate. 

Q. 

A. 

Has the Company used FVRB in prior cases before this Commission? 

Yes, it has. The FVRB in its prior rate case (Decision No. 61 83 1, 07/20/1999) was based 

on an OCRB, and AAWC waived the use of RCRB in that case. The Company’s older 

rate cases (Decision Nos. 60220, 05/27/1997 and 59079, 05/05/1995) reflect a 50 percent 

OCRB and 50 percent RCRB weighted FVRB. 

Deferred Income Taxes and Investment Tax Credits 

Q. After review of Mr. Stephenson’s rebuttal testimony, what is Staffs understanding 

of his position on accumulated deferred income taxes (L‘ADITs”) and investment tax 

credits (L‘ITCs’’)? 

The Company and Staff agree that ADITS and ITCs should be zero for the acquired A. 
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Q. How does Staff respond to Mr. Stephenson? 

Loss of ADITS increased rate base and revenue requirement to the detriment of ratepayers. 

This negative impact to ratepayers should not be ignored. Any fbture benefits the 

Company might demonstrate should also be recognized. Comparing the benefits to the 

detriments will provide the benefits which the Commission has ordered the Company 

to demonstrate to become eligible for recovery of the acquisition adjustment. 

Accounting Treatment of the Acquisition Adjustment 

Q. After review of Mr. Stephenson’s rebuttal testimony, what is Staffs understanding 

of his position on the accounting treatment of the acquisition adjustment? 

It appears that Mr. Stephenson is requesting an accounting order authorizing the Company 

to amortize the acquisition adjustment over 40 years using a mortgage style rather than a 

straight-line basis. 

A. 

Q. How does Staff respond to the Company’s request for an accounting order to 
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Miscellaneous Issues 

Q. Does Staff have any other comments on Mr. Stephenson’s rebuttal testimo 

A. Yes, first Mr. Stephenson testifies, at page 22, that Staff picks and chooses issues to lower 

the revenue requirement. Then, on the same page, he accuses Staff of being inconsistent 

when Staff includes a full year of post-test year plant additions that increase revenue 

requirement. Staffs recommendations are consistent with rate-making principles or with 
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AAWC WITNESS M R  THOMAS BOURASSA 

Fair Value Rate Base 

After review of Mr. Bourassa’s rebuttal testimony, what is Staffs understanding of 

his position on WRB? 

Mr Bourassa’s position, much like the other AAWC witnesses, is that the Comp 

proposed rebuttal FVlU3, reflecting only RCNR valuations, is the correct one to use i 

proceeding. 

Does Staff agree with Mr. Bourassa that the Commission should approve a FVRB 

reflecting only RCND valuations? 

contends that fair value means current value. His interpretation is simply not co 

cepted, but he neglected to mention that in e 

ent OCRB and 50 percent 
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After review of Mr. Bourassa’s rebuttal testimon 

his position on cost recovery of the third amendment to the Tolleson A 

A. Mr. Bourassa’s position is that the Commission should authorize the Company’s proposed 

surcharge mechanism to allow recovery of costs related to the third amendment to the 

Tolleson Agreement, in this proceeding. 

Q. Does Staff agree with Mr. Bourassa that the Commission should authorize the 

Company’s proposed surcharge mechanism to recover costs from the third 

amendment to the Tolleson Agreement in this proceeding? 

No, Staff does not agree. MI-. Bourassa states that the costs are reasonably known and 

measurable. First, the Company is obligated to pay approximately $10 million before 

A. 



3 

4 

5 

6 

7 

8 

9 

I 

il 10 

11 

I 12 

13 

14 

15 

16 

17 

I 

ia 

I 19 

2c I 
21 

I 22 

This allows Staff Engineering to inspect plant additions and for Staff to verify cost 

this puts the Company in the same position as if it owned the new or replacement plant. 

Q. What is Staffs recommendation on the surcharge request to recover costs related to 

the Third Amendment to the Tolleson Agreement? 

Staff recommends that the Company continue to defer these costs, as ordered in Decision 

No. 66386, dated October 06, 2003. Whenever plant is placed in service fkom either the 

A. 
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AAWC WITNESS DR. THOMAS ZEPP 

Fair Value Rate Base 

Q. After review of Dr. Zepp’s surrebuttal testimony, what is Staffs understanding of 

his position on FVRB? 

A. Dr. Zepp’s position is that the Company’s proposed FVRB, reflecting only RCND 



3 

4 

5 

6 

‘I 
I I 
I 7 

:I 

8 

~I 9 

‘I 1 12 

10 

11 

13 

‘I 14 

15 

16 

17 

18 

1 19 

20 

‘I 

I 

directly to FVRB (assuming it reflects only RCRB). 

Q. 

A. 

Is Dr. Zepp presenting his opinion as an expert legal witness? 

No. Dr. Zepp is not presenting himself as a legal expert. 

RATE BASE 

Post-Test Year Plant Adjustment 

Q. Is Staff recommending any adjustment to post-test year plant subsequent to what 

was recommended in Staff direct testimony? 

Yes. Staff assumed that all post-test year plant additions were in place and accepted by 

Engineering Staff as per the amounts reflected in the Company’s response to Staff data 

request DWC 12-2. Accordingly, Staffs schedules reflect this assumption. 

A. 

Q. What caused Staff to recommend further adjustment to post-test year plant 

additions? 

Scott, Jr. did not totally accept the Company’s post-test year plant additions. At page 14 

of Mr. Scott’s direct testimony and page 49 of Mr. Scott’s engineering report for the 
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direct schedule used $127,873 for 

3 1 1. Staffs rebuttal schedule uses 

Not Used and Useful Plant Adjustment 

Q. Is Staff recommending any 

the post-test year plant additions in plant 

$55,633 for this entry, reflecting the $72,24 

adjustment to plant subsequent to what was 

recommended in Staff direct testimony? 

Yes. Staff recommended removal of plant (designated as not used and useful) listed in the A. 
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Q. How do these adjustments affect the OCRB? 

direct testimony. As per Staff surrebuttal schedule DWC-3, Staff now recommends an 

OCRB, in the aggregate, of $91,647,303. 

Q. Is Staff recommending any other adjustments to the rate base? 

A. Yes. As explained earlier in this surrebuttal testimony, Staff now recommends a FVRB 

using 50 percent OCRB and 50 percent RCRB. Originally, Staff had only the OCRB 

valuation to use as the Company’s RCND valuations were not valid. The Company 

corrected the RCRB in its rebuttal testimony, so now Staff can use both valuations in its 

recommended FVRB . 

Q. Staffs rate base schedules only reflect OCRB. Where are Staffs RCND rate base 

schedules? 

Staff could not produce its own RCND rate base because it could not correlate its 

adjustments to the RCND. 

A. 
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Staff OCRB 11,971,281 X 1.27929126899 = 

Staff RCRB $15,3 14,755 

The Staff recommended RCRB has the same ratio to 

Company’s propose 

adjustment). 

ff recommended OCRB as the 

RE3 has to the Company’s p 

Q. What is Staff’s recommendation for rate base? 
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A. Yes. Staff has altered all of the ten systems’ income statements. The adjustments inclu 

adjustments to purchased water for Agua Fria and Anthem water systems sponsored b 

Staff witness Mr. Alexander Igwe, adjustments to the rate of re (which affects 

revenue) and the weighted cost of debt (which affects synchronized interest and thus 

income taxes) sponsored by Mr. Reiker, and, my adjustments to plant (which affect 

depreciation). These adjustments alter the recommended revenue requirement, the 

purchased water expense level, the depreciation expense, the property taxes, and the 

income taxes at various levels in each of the ten systems. Please refer to the individua 

Staff surrebuttal schedules AIL1 and AII-2 for the specific effects to each system. 

Q. 

A. 

What is Staffs recommendation for revenue requirement? 

Staff recommends that the Commission adopt Staffs surrebuttal level of revenue 

requirement, as reflected on Staffs surrebuttal schedule DWC-1 for each system. In the 

aggregate, Staffs surrebuttal revenue increase totals $346,647 for a 0.98 percent increase 
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EXECUTIVE SUMMARY 
ARIZONA-AMERICAN WATER COMPANY, INC. 

DOCKET NOS. WS-01303A-02-0867 ET AL. 

Anzona-American Water Company, Inc (“AAWC” or “Company”) filed rebuttal 
testimony on October 10, 2003 addressing rate case positions outlined in Staffs direct testimony 
of September 5,  2003. My direct testimony in this case recommended various adjustments to 
Test Year plant. As shown in Table 1 of my direct testimony, Staff recommended Test Year 
plant reductions in four different categories: Not Used and Useful plant, Unidentified Plant, 
Accounting Error - Mis-Classified Plant and Plant Removed per Prior Decision. 

As part of the plant reductions in the categories shown above, Staff made corresponding 
adjustments reducing Accumulated Depreciation. AAWC disagreed with the level of Staffs 
individual, corresponding reductions to Accumulated Depreciation in two of the categories, not 
used and useful and the unidentified plant, calling for them to be treated as retirements. My 
surrebuttal testimony therefore is concerned with those particular Accumulated Depreciation 
adjustments. 

AAWC did not support the treatment of the items as retirements. Staff removed the 
depreciation accumulated through the Test Year for those plant reduction amounts. The 
Company disagrees, seeking retirement treatment which would remove the entire original cost of 
the plant assets from the Accumulated Depreciation account. 

In addition to not providing support for the retirement treatment, the Company rebuttal 
position contradicts its original filing in which it classified the same items as plant in service. 
Further, its position ignores the fact that the not used and useful plant could be held for future 
use and returned to plant in service. Nor does it recognize that there was no clarity about the 
nature of the unidentified plant. 

The Company’s proposal for Accumulated Depreciation rewards it for deficiencies in its 
records by increasing rate base to recognize not used and useful plant and plant that may have 
never existed. This treatment is inconsistent with the purfiose of a disallowance. 
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Surrebuttal Testimony of Brian K. Bozzo 
Docket No. WS-01303A-02-0867 et al. 
Page 1 

INTRODUCTION 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Please state your name and business address. 

My name is Brian K. Bozzo, my business address is 1200 West Washington Street, 

Phoenix, Arizona 85007. 

By whom are you employed and in what capacity? 

I am employed in the Utilities Division of the Arizona Corporation Commission (“ACC” 

“Commission”) as an Administrative Services Officer 11. 

Are you the same Brian K. Bozzo who filed direct testimony in this case? 

Yes, I am. 

What is the purpose of your testimony in this proceeding? 

The purpose of my testimony is to present Staffs response to the portion of Arizona- 

American Water Company, hc.’s (“AAWC” or “Company”) rate case rebuttal testimony 

dealing with adjustments to Accumulated Depreciation. AAWC’s rebuttal position 

relating to my direct testimony was presented by Mr. Thomas Bourassa on pages 4-6 of 

his rebuttal testimony. This portion of higrebuttal testimony commented on Staffs direct 
. 

testimony adjustments to both plant and accumulated depreciation. Generally, the 

Company agrees with Staffs plant reductions but disagrees with the levels of Staffs 

corresponding reductions to Accumulated Depreciation. 

Has Staff modified its position on reductions to Accumulated Depreciation based on 

the Company’s rebuttal testimony? 

No. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

2c 

21 

22 

23 

24 

25 

2c 

Surrebuttal Testimony of Brian K. Bozzo 
Docket No. WS-01303A-02-0867 et al. 
Page 2 

Q. 
A. 

Q. 

A. 

How is your testimony organized? 

This introduction is followed by a short summary of both Staffs adjustments to Test Year 

plant and the Company’s rebuttal position to those plant adjustments. I then break down 

the Company’s rebuttal position on Staffs Accumulated Depreciation adjustments and 

provide Staff comment. 

Does a lack of response in this testimony to any of the Company’s rebuttal positions 

indicate agreement by Staff on that issue? 

No. 

SUMMARY OF STAFF’S ADJUSTMENTS TO TEST YEAR PLANT 

Q. Please provide a brief summary of the Staff adjustments to Test Year plant that were 

presented in your direct testimony. 

My direct testimony presented various adjustments to test year plant. Those adjustments 

were shown on Schedule DWC-4 for each system as rate base adjustment nos. 1 through 4 

(Staff witness Mr. Darron Calrson discussed rate base adjustments nos. five through seven 

in his direct testimony.) Staff recommended test year plant reductions in four categories, 

as shown in Table 1 of my direct testimony. - 

A. 

1 

SUMMARY OF THE COMPANY’S REBUTTAL TESTIMONY 

Q. Please summarize Mr. Bourassa’s rebuttal testimony relating to your direct 

testimony. 

Mr. Bourassa addressed test year plant issues on pages 4 through 6 in his rebuttal 

testimony. Generally, his testimony stated that AAWC agreed with the Staff reductions to 

plant in service. However, AAWC disagreed with the level of Staffs individual, 

corresponding reductions to Accumulated Depreciation for those plant items. 

A. 
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Q. 

A. 

Q. 
A. 

Q. 

A. 

Q. 

A. 

Which plant item(s) is the Company referring to when it states that it disagrees with 

Staffs Accumulated Depreciation treatment? 

The Company is referring to Staffs “not used and useful” and “unidentified” plant 

reductions as stated on page 5 ,  line 13 of Mr. Bourassa’s rebuttal testimony. These 

reductions are identified as adjustment 1 and adjustment 2 on schedule DWC-4 in both 

Staffs direct and surrebuttal testimonies. 

Does the Company discuss Staffs adjustments to Accumulated Depreciation? 

Yes, this discussion is found on page 5 ,  line 14 - 15 of Mr. Bourassa’s rebuttal testimony. 

He states that Staff removed the Accumulated Depreciation through December 3 1, 2001, 

for those plant reductions related to “not used and useful” and “unidentified” plant 

reductions. 

Did the Company’s description accurately illustrate Staffs Accumulated 

Depreciation adjustments? 

Yes, page 5 ,  line 14-15 of the rebuttal testimony outlines Staffs treatment of Accumulated 

Depreciation. Staff removed the amount of Accumulated Depreciation through the end of 

the Test Year for all plant reductions Eategorized as either “not used and useful” or 

“unidentified.” This should correspond to the amount of Accumulated Depreciation that 

/ 

the Company had actually accrued at that time. 

Does Mr. Bourassa state why the Company disagrees with Staff’s Accumulated 

Depreciation reductions? 

The Company’s position is that the “not used and useful’’ and “unidentified” plant should 

be considered and treated as retirements. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Surrebuttal Testimony of Brian K. Bozzo 
Docket No. WS-01303A-02-0867 et al. 
Page 4 

Q. 

A. 

Outline AAWC’s rebuttal position on the “not used and useful” and “unidentified” 

plant. 

Page 5 of Mr. Bourassa’s rebuttal testimony states the following in lines 16 through 26: 

1 Not Used and Useful plant should be retired. 

amount equal to the full cost of the plant should be removed for retired plant. 

An Accumulated Depreciation 

2 Unidentified plant that is being removed and was given rate base treatment in prior 

rate cases should be treated as if retired. As above, an amount equal to the fill 

cost of the plant should be removed from Accumulated Depreciation. 

Unidentified plant that is being removed and was not given rate base treatment in 

prior rate cases should be considered an abandonment. This type of plant should 

have Accumulated Depreciation through December 3 1,2001 removed. 

3 

STAFF COMMENT ON COMPANY ACCUMULATED DEPRECIATION REBUTTAL 

Q. 

A. 

Q. 

A. 

Does the Company’s testimony on page 5, lines 16 through 26 provide a rationale for 

the statements shown above? 

No, it does not. 

I 

Does the Company’s testimony identify and separate the “unidentified” plant items 

that were or were not granted rate base treatment previously, in order to determine 

this separate treatment they propose ... or indicate why this distinction would call 

for different reatment? 

No. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Does the Company’s rebuttal position on these plant items agree with its original 

position from the rate application? 

No. In the application, the Company included the “not used and useful” and 

“unidentified” plant items in its plant in service. This treatment identifies the plant as 

legitimate plant that was providing service to customers rather than as retired plant. 
a 

If these items actually were retirements, could the Company or its predecessor have 

recorded these items as retired prior to this rate case? 

Yes. But it did not account for them as such. If they were retirements, the Company 

should have accounted for them as such prior to this rate case. 

If these items were retirements, could the Company have removed these items from 

the instant rate case? 

Yes. For instance, if these were retirements that were somehow missed by various 

accounting personnel over the years, then the Company could have used pro forma 

adjustments to remove the plant fi-om the pending rate case. 

What did the Company choose to do regarding this plant? 

The Company chose neither to retire the plant nor to pro forma remove it from this case. 

Rather, it chose to leave the items in plant in service and therefore rate base. The 

Company’s own actions indicate that these plant items should not be treated as retirements 

for rate base/accounting purposes. 

Why is the Company’s choice important? 

The Company’s choice indicates that it treated the items as plant in service. 

treatment works against its current argument that they are retirements. 

Such 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Who has the responsibility to track and account for plant items so they can be 

properly classified and identified for rate case analysis? 

The Company has the responsibility to account for plant items. Without good 

information, it is difficult to demonstrate that assets included in plant in service are 

legitimate for inclusion in the rate base. It has not demonstrated the necessary information 

to show that the “not used and useful” and “unidentified” plant amounts are retirements. 

The Company would like to assume they are retirements. 

Are “not used and useful” items retirements? 

No. They are simply items that are not currently used or useful in providing service. 

Items that are not currently used could be classified as plant held for future use. Such 

items would then be held for an unspecified time until they could later be returned to plant 

in service. It would not be Iogical to hlly depreciate an item that could later return to 

plant in service and serve customers. 

Are “unidentified” plant items retirements? 

No. Unidentified plant items are items that the Company was unable to identify. Clearly 

the natures of these items are at question: Staff did not know if they were retirements as 

the Company could not identify them and Staff Engineering could not inspect them. In 

fact, there is really no certainty that these items exist. Clearly, absent adequate 

information, Staff could not classify them as retired for calculating the Accumulated 

Depreciation reductions which offset the plant reductions. 

What did Staff do regarding “not used and useful” and “unidentified plant”? 

Staff took a conservative, logical approach rather than treating the items as retirements 

and removing the full original cost from Accumulated Depreciation. 
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Q. 

A. 

Q. 

A. 

Q- 

A. 

Given the questions surrounding these “not used and useful” and (‘unidentified” 

plant items, was Staffs decision improper as asserted by the Company? 

No. The only reason to remove the full original cost of such an item fiom Accumulated 

Depreciation is if it was a retirement. The Company did not demonstrate that the items 

were retirements. 

The “not used and useful” plant could be useful at a future date and there was no clarity 

about the nature of the “unidentified plant.” Staff did not feel justified treating these plant 

items as retirements. Staff therefore removed only the amount of Depreciation that would 

have accumulated through the end of the Test Year. This is the logical and appropriate 

treatment for situations where the dispensation or nature of an asset is not certain. 

How does the rate base treatment of these plant reductions as proposed by the 

Company differ from Staff‘s treatment in calculating Accumulated Depreciation? 

The Company’s proposed treatment would remove an equal amount of dollars from both 

plant and Accumulated Depreciation. If equal amounts are removed from both areas, the 

net result would be no impact to the rate base. However, if a lesser amount of 

Accumulated Depreciation were removegihm the entire original cost of the asset, as Staff 

did, the net result would be a reduction to the rate base. 

1 

Should the Company receive the treatment it proposes for “not used and useful’’ and 

“unidentified” plant? 

No. For the reasons stated previously in this testimony, Staff does not believe that 

information surrounding the plant items supports the Company’s contention that those 

plant items were retirements. Retirement is the only way the full, original cost of the asset 

should be removed from Accumulated Depreciation. 
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Q. 

A. 

Q. 
A. 

Q. 

A. 

Do you have any additional comments regarding the treatment of these plant 

amounts? 

Yes. The Company proposes an Accumulated Depreciation “treatment” which is 

beneficial to it, even though it did not justify those plant amounts for inclusion in the rate 

base. When the original application was filed, it was a benefit to the Company for these 

items to be classified as plant in service. Now that the items are being excluded from rate 

base, it is beneficial for the Company to claim the same items are retirements. 

What is the net result? 

The treatment it proposes would provide the Company a benefit on plant that was found to 

be inappropriately included in its proposed rate base. This is inconsistent with the purpose 

of a disallowance. The Company should not reap a benefit due to its improper 

recordkeeping. 

Does this conc.clde your surrebuttal testimony regarding accumulated depreciation 

adjustments? 

Yes, it does. 
I 
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ZONA-AMERICAN WATER COMPANY 

-American Water Company (“AAWC” or “Company”) filed 

commendations on the following pertinent issues: 

AAWC argues that Citizens’ recorded test year overhead expenses are extraordinary 
and irregular because Citizens’ test year overhead expenses are significantly less than 
its 1999 and 2000 costs. Also, the Company contends that its 2002 overhead 
expenses and Service Company charges are more representative of the costs 
necessary to operate the ten systems under its management. 

Staff disagrees with the Company’s contention that Citizens’ recorded test year 
overhead expenses are extraordinary and irregular. The Company did not 
conclusively demonstrate why Citizens’ 1999 and 2000 overhead expenses are more 
representative of a normal level of overhead expenses. It is speculative to assume 
that Citizens’ 1999 and 2000 overhead expenses are more representative simply 
because they are higher in amount than test year costs. Worse still, AAWC’s 
proposal to use its 2002 overhead expenses for calculating revenue requirement is 
inconsistent with sound rate-making principles because it creates a mismatch between 
test year revenues, expenses and rate base: In addition, the Company’s proposal 
increases overhead expenses without any known benefit to ratepayers. 

Similarly, AAWC contends that Staffs recommendation to use Citizens’ recorded 
test year salaries, wages and related expenses should be rejected because Citizens’ 
test year costs are extraordinary and irregular. The Company did not demonstrate 
why Citizens’ 1999 and 2000 salaries, wages and related expenses are more 
representative than test year costs. Staff disagrees with the Company’s claim that its 
2002 salaries, wages and related expenses are more representative of a normal level 
of operation than Citizens’ recorded test year costs. The Company failed to 
demonstrate through its responses to several of Staffs data requests that there is any 
significant change to Citizens’ test year salaries, wages and related expenses since it 
acquired the ten systems. The Company’s proposal should be rejected absent of any 
evidence that there exists a significant change to Citizens’ test year costs. AAWC’s 
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Staff accepts the Company’s recalculation of Anthem Water Company’s purchased water 
expenses based on a normalized quantity of 2001 water ordered and 2002 cost per acre-foot. 
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did you file Sta irect testimony on test year operating inco 

case? 

Yes. I filed direct testimony and supporting schedules on behalf of the Utilities Division 

Staff (“Staff’) on September 5,2003. 

A. 

Q. 

A. 

What is the purpose of your surrebuttal testimony in this pr 

My surrebuttal testimony addresses the operating income 

American Water Company, Inc. (“AAWC” or “Company”) in its rebuttal testimony filed 

on October 10,2003. 

Q. 

A. 

Is Staff revising its direct testimony position for any operating income issues? 

Yes. Staff accepts the Company’s recalculation of Anthem Water Company’s purchased 

water expense based on 2001 normalized quantity of water ordered and 2002 cost per 

proposed purchased water expense for 

discussed in the relevant sections of 

erating incomes? 
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Staff addresses the following contested issues in its surrebuttal testimony. 

1. Corporate Cost Allocation 

2. Salaries, Wages and Related Expenses 

3. Purchased Water Expense 

OPERATING INCOME 

Corporate Cost Allocation 

Q. Please comment on the Company’s continued argument for recognition of American 

ater Work’s (‘(AWW’’) overheads and Service ompany Charges in this 

A. AAWC has modified its original request to substitute its projected overhead expenses and 

Service Company charges for Citizens’ recorded test year costs. In its rebuttal testimony, 

the Company seeks to recover AWW’s 2002 normalized actual amount of overheads and 

Service Company charges. AAWC claims that Citizens’ recorded test year overhead 

expenses are inappropriate for the following reasons: 

“First, these Citizens’ expenses bear no relation to the administrative and 

corded by Citizens during the test year are extraordinary 



7 

i 8 

9 

10 
, I  
‘I 11 

12 

1 13 

14 

15 

16 

17 

I 
I 
I 18 

19 i 
20 

21 

22 

23 

24 I 

A. AAWC contends that because Citizens’ 1999 and 2000 overhead expenses were 

Citizens’ recorded test year overhead expenses, Citizens’ 

recorded test year overhead expenses are not representative of a normal level o 

The Company claims that the “. . .large disparity in Citizens charges in 2001 is 

to the pending sale of the water and wastewater. Citizens was winding do 

operations and eliminated various personnel and expenses as it transitioned toward a 

telecommunications utility.’’ See Stephenson’s rebuttal testimony at p-18, #5-8. 

Q. Did the Company provide any evidence to support its claim that Citizens recorded 

test year overheads are extraordinary and irregular? 

No. The Company seems to suggest that because Citizens overhead expenses were 

in 1999 and 2000 than Citizens’ recorded test year costs, Citizens recorded test year 

overhead expenses are irregular and extraordinary. In addition, the Company claims that 

A. 

the large disparity between Citizens’ 1999 and 2000 overhead expenses relative to 

Citizens’ recorded test year overhead expenses is due to Citizens winding down its 

n anticipation of sale of its water and wastewater systems. 

Q. Does Staff agree with the Company’s assertion that Citizens’ recorded test year 

overheads are extraordinary and irregular? 

disagrees with AAWC’s assertion that Citizens’ recorded test year ov 

and irregular. The Company has not provided any evid 

izens’ 1999 and 2000 overhead expenses are more representat 

eads than Citizens’ orded test year overhead expenses. It i 

sume that 1999 and 2000 overhead expenses are more representative of a 
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expenses are normal. 

Q. Is it consistent with sound rate-making principles to assume that test year levels of 

expenses are representative of a utility company’s normal level of expenses, on a 

going forward basis? 

Yes. In the absence of contrary evidence, the test year is assumed to be representative of A. 

on-going operations. However, pro forma adjustments are allowed for known and 

measurable changes to test year results and balances in order to obtain a normal or more 

realistic relationship between revenues, expenses and rate base. Pro forma adjustment 

that create a mismatch between test year revenues, expenses and rate base are not 

considered known and measurable and are normally inappropriate. Further, adjustments 

that increase the revenue requirement due to change in ownership with no corresponding 

benefit to ratepayers are also inappropriate. 

Q. Does AAWC agree that test year level of expenses are representative of normal 

operations and that test year revenues should be matched with test year expenses? 

Yes. AAWC witness Mr. Stephenson states at p-19, #5-7 of his rebuttal that “ ... the 

operation and maintenance (,‘O&M’) charged directly to each of Arizona-American 

A. 
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level of expenses except for known and measurable changes. 

Q. Is Staffs recommendation to disallow AAWC’s proposal to substitute its projected 

or 2002 overhead expenses and Service Company charges for Citizens’ recorded test 

year overhead expenses consistent with the Company’s assertion that test year 

expenses are representative of a normal level of expenses? 

A. Yes. Contrary to the Company’s argument against using Citizens recorded test year 

overheads for determining revenue requirement in this proceeding, Staff has no reason to 

believe that Citizens’ test year overhead expenses are not representative of normal levels 

of expenses. Citizens demonstrated during the test year that its recorded test year 

overhead expenses are adequate to provide water utility service to the customers within 

the ten systems. 

Q. Please comment on the Company’s claim that proper ratemaking calls for 

adjustments for known and measurable occurrences? 

In ratemaking, pro forma adjustments are made for known and measurable changes to test 

ces to reflect a normal and m 

s and rate base. On the contr 

realistic relatio 
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No. Recognition of AAWC’s 2002 normalized actual overhead expenses does not qualify 

as a pro forma adjustment because it is inconsistent with a historical test year and creates a 

een test year revenues, expenses and rate base. For example, the 

Company’s proposed adjustment matches the costs incurred to provide service to the 2002 
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than Citizens’ historical average expense. Again, this represents a significant cos 

A. The historical average expense referenced in the above assertion refers to an average 

calculated based on Citizens’ 1999 and 2000 overhead expenses. As previously 

explained, Citizens’ 1999 and 200 overhead expenses have not been examined. It is not 

known whether these amounts are an accurate representation of on-going operations in the 

provision of utility service. 

There is no evidence that Citizens failed to provide adequate water service to its 

ratepayers during the test year. AAWC has not demonstrated that Citizens’ quality of 

service during the test year was inadequate or that there is a significant change in the level 

of service rendered since it acquired the ten systems. The best available information on 

the overhead cost to provide efficient service is Citizens’ recorded test year amounts. 

Contrary to Mr. Bourassa’s assertion, AAWC’s 2002 overhead expenses will result in a 

Salaries, Wages and Other Related Expenses 

Q. Please comment on AAWC’s proposal to substitute its normalized actual 

salaries, wages and related expenses for Citizens’ recorded test year costs. 

Staff disagrees with AAWC’s proposal to use its actual 2002 salaries, wages and related A. 
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ct ignored by Staff.’’ 

A. The Company is wrong in its assertion that Staff ignored known and measurable chang 

to test year salaries, wages and related expenses. AAWC did not provide any evidence to 

support its claim that Staff ignored any significant salary adjustment in this proceeding. 

Staff data requests AII-6-9, AI1 11-1 and AI1 34-4 (attached), Staff specifically requested 

the Company to demonstrate any known and measurable change to its salaries, wages and 

related expenses before or after change of ownership. In AAWC’s response to AI1 11-1 , 

the Company indicates an increase of only $35,152, relating to increases granted to Messrs 

Jones, Kuta and Biesemeyer (Mr. Kuta is no longer in the employment of AAWC). In 

AAWC’s response to Staff data request AII-21-7, the Company states that it capitalizes 

between 15 - 20 percent of Messrs Jones, Kuta and Biesemeyer’s salaries, wages and 

related expenses. As discussed in Staffs direct testimony, no adjustment was made for 

the above increase in salaries, wages and related expenses because the impact is not 

significant when allocated to ten systems. 

Q. How do you respond to Mr. Stephenson’s assertion in his rebuttal testimony 

Staff picked and chose expenses that result in the lowest possible revenue 

’s assertion is incorrect. For example, Staff recommended rejecti 

AAWC’s proposal to substitute its projected salaries, wages and related expenses for 
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AAWC has not demonstrated any significant known change to Citizens’ recorded te 

between test year operating expenses, revenues and rate base. 

Purchased Water Expense 

Q. Please comment on AAWC’s recalculation of Anthem Water Company’s purchased 

water expense based on annualized 2001 gallons ordered and 2002 cost per acre-foot. 

Staff accepts AAWC’s recalculation of Anthem Water Company’s purchased water A. 

expense based on annualized 2001 gallons ordered and 2002 cost per acre-foot. 

Q. Please comment on Mr. Bourassa’s argument for adopting the AAWC’s proposed 

purchased water expense for the Agua Fria Water Division. 

A. The Company’s witness Mr. Bourassa contends that Agua Fria’s water is purchased 

pursuant to a CAP water use implementation plan that is not affected by the number of 
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EXECUTIVE SUMMARY 
ARIZONA AMERICAN WATER COMPANY 

Docket No. WS-0103A-02-0867 et al. 

The surrebuttal testimony of Staff witness Dennis R. Rogers addresses the following issues: 

Rebuttal testimony of the Company witness Mr. Kozoman 
Mr. Kozoman’s criticisms of Staffs rate design are based on two erroneous underlying 
principles. First, he misinterprets designing rates on a cost basis to mean that the company 
should recover its costs regardless of the quantity of water sold by recovering fixed costs in the 
monthly minimum charge and variable costs through the commodity charge instead of charging 
customers based on the cost of service attributed to them. Second, he overstates the monthly 
minimum charges by including the demand costs determined by a cost of service study 
(TOSS”) solely in the monthly minimum charge charges. Contrary to Mr. Kozoman’s assertion 
that Staffs rate design is radically different from the current design and violates the principle 
that rates should be based on the cost of service, Staff demonstrates that its proposed rate design, 
although different, is not radical and is consistent with cost of service principles. Thus his claims 
regarding subsidies among classes in Staffs rate design are inaccurate. 

Mr. Kozoman’s criticisms that Staffs three tier rate design will encourage inefficient use fails to 
recognize the difference between discretionary and nondiscretionary usage and ignores the 
related implications for efficient use for all customers. Mr. Kozoman’s criticisms of the first tier 
in Staffs rate design as a life line rate fails to recognize that the life line benefit is simply an 
ancillary benefit. It was not designed as a life line rate and that customers have a non- 
discretionary water requirement. It would provide less costly water to those that choose to limit 
their consumption to necessity levels and as a by product may serve as a life line rate. 

Mr. Kozoman’s incorrectly claims Staffs testimony advanced no rationale as to why the rate 
design, as proposed will lead to a long-term reduction in average water use. Staffs testimony 
states that its rate design encourages planners to design growth to efficiently use water. Planners 
will try to avoid the higher costs of the inverted tier rate structure, and design facilities 
accordingly. / 

Mr. Kozoman claims that the rate design for multi-unit housing has been previously determined 
by the Commission and therefore should not be readdressed. Customer complaints show that 
this remains an important issue. A rate case is the appropriate forum for re-examining the rate 
design and each rate case stand on it own merits. 

Response to direct testimony of the Town of Youngtown witness Micheal E. Burton 
Mr. Burton proposes to change from the current commercial two-inch and three-inch metered 

rates to irrigation rates. Staff does not believe that other customers should subsidize a discounted 
rate for recreational purposes. 
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INTRODUCTION 

Q* 
A. 

Q. 
A. 

Q. 
A. 

Please state your name, occupation, and business address. 

My name is Dennis R. Rogers. I am a Public Utilities Analyst N employed by the 

Arizona Corporation Commission (“ACC” or “Commission”) in the Utilities Division 

(“Staff ’). My business address is 1200 West Washington Street, Phoenix, k z o n a  85007. 

Are you the same Dennis R. Rogers who filed direct testimony in this case? 

Yes, I am. 

What is the purpose of your surrebuttal testimony in this proceeding? 

The purpose of my surrebuttal testimony in this proceeding is to respond, on behalf of the 

Staff, to the rebuttal testimony of Arizona-American Water Company’s (“Company”) 

witness Ronald L Kozoman, C.P.A. regarding rate design. Furthermore, my surrebuttal 

testimony responds to the prefiled direct testimony of Town of Youngtown witness 

Michael E. Burton regarding changing rates from commercial two-and three-inch meters 

to irrigation rate to service Maricopa Lake. 

SUMMARY OF COMPANY’S REBUTTAL =POSITION REGARDING STAFF’S RATE 

DESIGN 

Q. Please summarize the Company witness Mr. Kozoman’s criticisms of Staff’s 

Testimony. 

Mr. Kozoman takes exception with Staffs testimony and is in disagreement with Staff on 

the following issues: 

A. 

1. Staffs rate design was not based on a cost of service study 
2. Staffs rate design results in subsidization from large users to low volume 

users. 
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3. Staffs rate design results in the majority of customers having decreased 
monthly bills. 

4. Staffs rate design would encourage inefficient water use by sending the wrong 
pricing signal and that the first tier rates developed do not reflect true life line 
rate considerations as espoused by the American Water Works Association c‘ AWWA‘ ’> . 

5. Staffs rate design ignores existing customers 
6. Staffs rate design will not promote reductions in average use in the long term. 
7. Staffs rate design and its purported “economic signal” ignore present customer 

impact. 
8. Staffs rate design did not take into effect the differences in Havasu’s bill 

counts and the amounts reported on the general ledger. 
9. Arguments concerning the Havasu and Mohave multi-unit billing 

recommendation. 

Q. 
A. 

Please explain how Staff organizes its surrebuttal testimony. 

Staff organizes its testimony in the sequence of the Company’s points of disagreement 

listed above, followed by a comment on the Town of Youngtown’s request to be included 

in the Sun City irrigation rate, and a response to Staffs surrebuttal testimony concerning 

recommended revenue changes. 

COST OF SERVICE STUDY 

Q. 

A. 

Q. 
A. 

Did Staff review the Company’s rebuttal testimony regarding its cost of service study 

(‘TOSS’’) filed as rebuttal testimony? 

Yes, it has. Staff was only able to undertake ;cursory review of the COSS, given the fact 

that it was not filed until the Company filed its rebuttal testimony. Staff was able to 

conduct a cursory review of the COSS, including those portions addressing rate design. 

, 

Is there any portion of the cost of service study with which Staff disagrees? 

Yes. In addition to the schedules that are normally included in a COSS, repre ented b 

schedules G-1 to G-7, the Company has prepared schedules G-8 and G-9. Schedules G-8 

and G-9 are supplemental information that are not an integral part of the COSS. 
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Staff finds the methodology and figures used by the Company in developing the COSS for 

schedules G-l to G-7 acceptable. However, the supplemental Schedules G-8 and G-9 

misapply the results of the COSS. Schedule G-8 purports to demonstrate the difference 

between what COSS supports as a minimum charge and Staffs recommended monthly 

minimum charge. 

minimum charges on Schedule G-8 because he includes demand costs in his calculation. 

Staff disagrees with Mr. Kozoman’s calculation of the monthly 

Q. 
A. 

Q- 
A. 

Q. 

A. 

Why is it inappropriate to include demand costs in the monthly minimum charge? 

Demand costs should be charged to customers based on the cost of service attributed to 

them. Absent demand meters, the best correlation to the demand factor is the quantity 

used. 

What is the apparent reason the Company prepared Schedule G-9? 

Schedule G-9 shows, based on the Company’s erroneous calculation of the minimum 

monthly charge, the number of gallons that must be sold to a 5/8-inch meter customer 

each month to cover all costs, so that the Company generates its authorized rate of return 

and that the average use is less than that calculated level of usage. 
I 

Is the consumption level where the Company recovers all costs directly transferable 

to rates in a cost of service basis rate design? 

No. Schedule G-9 shows the rates that recover costs consistent with the incurrence of 

fixed and variable costs by the Company. This type of rate design provides for full 

recovery of all costs at every use level. However, it does not allocate costs to customers 

based on their causation. For example, placing fixed demand costs in the minimum 

charge fails to recognize that customers utilizing the same meter size place different 

demands on the system according to their own particular peak usage requirements. In the 
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absence of demand meters, the best correlation to the demand factor is the quantity used. 

Therefore rates based on the fixed and variable costs of the Company are incompatible 

with rates that assign costs to customers based on cost causation. 

STAFF’S RATE DESIGN 

Q. Does Staff agree with the Company’s assertion that Staffs rate design contains 

radical changes that require a cost of service study? 

A. No. The rate design change is significant, but not radical. Staff has made changes 

regarding the inverted three tier design but has followed rate design principles and has 

preserved the existing monthly minimum charge to commodity rate ratios in its design. 

CLAIMS REGARDING SUBSIDIES AMONG SMALL AND LARGE USERS 

Q. Does the Company’s Schedule G 9  demonstrate its assertion that Staffs proposed 

rate design generates a subsidy by undercharging customers in the first block and 

overcharging those in the upper tier? 

No. Schedule G-9 is based on the erroneous assumption that all costs included in the 

commodity rates are incurred at average cost. It fails to recognize the increasing costs of 

developing, treating, and delivering incrertiental supply. 

A. 

I 

IMPACT OF STAFF’S RATES ON THE MAJORITY OF CUSTOMERS MONTHLY 

BILLS 

Q. Do you agree with Mr. Kozoman’s statements that majority of customers will 

actually see a decrease in their monthly bills? 

No. A majority of the customers will see an increase in their monthly bills under Staffs 

recommended rates. (Schedule DRR-2) The median usage billing analyses that were filed 

A. 
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as part of Staffs direct testimony to Residential 5/8-inch meters and their total bill counts 

are as follows: Increases or (Decreases) 

System Bill Counts 

Sun City West Water 173,844 

Median Usage 

13.94% 

Sun City Water 23 1,576 30.81% 

Mohave Water (1 50,192) (1 7.43%) 

Agua Fria Water (142,007) (20.00%) 

Anthem Water (2 1,899) (3 5.70%) 

Tubac Water 4,833 35.94% 

Havasu Water [13,608] ( 1 2.69%) 

Totals 82,547 

In those systems where the median bill increases, the majority of customers will receive 

increases. 

CLAIMS THAT THE RATE DESIGN WILL ENCOURAGE INEFFICIENT USE 

Q- 

A. 

Does Staff agree with Mr. Kozoman’s statement that Staffs proposed rate design 

will encourage inefficient water use? 

No. The criticism that the three tier in&rted rate design encourages inefficient used is 

incorrect. The argument does not acknowledge the fact that there is a difference between 

discretionary and nondiscretionary usage. The first tier is set at a level that is not 

discretionary but is designed to cover basic health and safety necessities. Accordingly, use 

on the first tier is not expected to increase. 

/ 
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CLAIMS THAT THE RATE DESIGN IGNORES EXISTING CUSTOMERS 

Q. 

A. 

Does Staff agree with Mr. Kozoman’s statement that Staff‘s rate design “ignores the 

impact on the Company’s existing customers, particularly commercial customers on 

larger meters.” 

No. Staffs rate design appropriately recognizes that customers who use high volumes of 

water make greater use of a limited existing resource. The rate design encourages 

conservation and anticipates that those who use the greatest quantities should contribute a 

corresponding level of revenues. 

THE PURPOSE OF A COST OF SERVICE STUDY 

Q. 

A. 

Q. 

A. 

Mr. Kozoman states that the purpose of a cost of service study “is to offer guidance 

in setting rates to be charged for utility service.” However he also states, “public 

policy may have a significant effect on rate design.” Does Staff agree? 

Yes. Moreover, Staff agrees with Mr. Kozoman’s statement that, “The cost of service 

study will provide the cost of the commodity, but it will not indicate where rate tiers 

should be set.” 

Does Staff agree with Mr. Kozoman’s &te,ment that the Commission must base its 

rates on cost? 

Staff agrees that cost of service is a component of rate design, but other factors should also 

be considered. Some of the other factors that affect rate design are limited resource 

availability, environmental concerns, and the effects of public policy. Mr. Kozoman also 

recognized that other appropriate considerations, such as public policy, may have an 

impact on rate design. 
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Q. Did Mr. Kozoman provide any evidence to support his assertion that the cost to 

produce 20,000 gallons is twenty times the cost of producing 1,000 gallons? 

No. Comparisons between costs to produce different amounts of water require an 

incremental cost study. An incremental cost study was not submitted with the Company’s 

A. 

rebuttal testimony. 

HAVASU DIFFERENCES BETWEEN BILL COUNTS AND GENERAL LEDGER 

Q. On page 18 of his rebuttal testimony Mr. Kozoman states that “Staff did not include 

the difference between the bill count revenues and the general ledger in their 

proposed rates. I did.” What does this mean? 

When the Company filed its application there was a reconciling item labeled as the 

difference between the General Ledger revenues recorded and those supported by the bill 

counts of $6,3 11. Staff continued to carry this amount as a reconciling item. It is Staffs 

opinion that the booked to billed ratio in the test year is representative and recurring. 

A. 

PROFITABILITY BY CUSTOMER USE 

Q. 

A. 

What is Staffs response to Mr. Kozoman statement that although the commodity 

rate proposed by Staff produces a profic the Company makes no profit from those 

customers using less than 4,000 gallons a month? 

A rate design does not necessarily produce a profit from each and every customer on the 

system. The Company’s costs and returns are based upon the entire mix of classes and 

levels of usage. 
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RE-EXAMINATION OF HAVASU AND MOHAVE MULTI-UNIT BILLING 

Q. 

A. 

Q. 

A. 

Does the fact that in the prior rate case the previous owners proposed changing the 

billing method for multi-unit customers and Staff recommended that the current 

methodology be continued obviate re-examining this issue in the current case? 

No. The experience from case to case is different. Each case stands it own merits. Past 

practice does not negate the need for changing to a less cumbersome and more equitable 

system. Customer complaints show that this issue should be revisited. 

Does Staff agree with Mr. Kozoman's statement that while the Company is not 

opposed to changing the rate structure, other customers would have to make up the 

revenue shortfall? 

Yes. Any change in rate design will result in increases to some customers and decreases 

to others. The challenge is to find a rate design that is more equitable while observing 

gradualism. Staff is only recommending that a reasonable effort be made to simplifjr the 

rate design equitably in the next rate case. 

YOUNGTOWN'S REQUEST 

Q. 

A. 

In direct testimony, Michael E. Budon,, witness for the Town Of Youngtown, 

proposes to change from the current commercial two-inch and three-inch metered 

rates to irrigation rates. The Company does not oppose the Commission authorizing 

Youngtown to be included on the lower cost irrigation rate, however, it has stated 

that the revenue shortfall would have to be made up from other customers. Is Staff 

recommending the change? 

No. Youngtown would like to move from commercial two-inch and three-inch meter 

billings to an imgation rate in order to service Maricopa Lake and save approximately 
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$3,600 annually. 

subsidize a discounted rate for recreational purposes. 

Staffs opinion is that other customers should not be required to 

STAFF'S SURREBUTTAL RECOMMENDED REVENUE CHANGES 

Q. 

A. 

Q. 
A. 

Did Staff prepare new rate designs to reflect the changes recommended in Staff's 

surrebuttal positions? 

No. There was not enough time to redesign the rates for all ten of the Arizona American 

systems before the deadline for the filing of the surrebuttal testimony. However, if the 

Administrative Law Judge desires, Staff could file these as late filed exhibits. 

Does this conclude your testimony? 

Yes, it does. 



REIKER 
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stimony of Staff witness Joel M. Reiker addresses the following is ies: 

Updated rate of return C‘ROR”) recommendation Staffs updated ROR recommendation is 6.5 percent, 
based on a 9.0 percent return on equity (“ROE’), and a 4.8 percent cost of debt. Staffs updated capital 
structure consists of 60.1 percent debt and 39.9 percent equity. 

Response to the rebuttal testimony of ComDany witness Thomas M. Zepp - Staff responds to the rebuttal 
testimony of Thomas M. Zepp: 

Dr. Zepp’s exclusive reliance on analysts’ forecasts of earnings per share (“EPS”) growth and 
retention (“br”) growth in his discopted cash flow (“DCF”) analysis is inappropriate because it 
assumes that investors ignore other information such as past growth. 

Dr. Zepp’s expected infinite annual dividend growth rate in his DCF analysis is unreasonable 
because, based on past gross national product (“GDP”) growth, it assumes water utility industry 
earnings will grow faster than the overall economy, forever. 

The Commission should not rely on Dr. Zepp’s restatement of Staff’s constant-growth DCF estimate 
because it ignores dividends per share (“DPS”) growth. The constant-growth DCF formula is 
predicated on dividend growth. 

The Commission should not rely on Dr. Zepp’s restatement of Stsff’s multi-stage DCF estimate 
because Dr. Zepp misapplies Value Line projections, and his assumptions are speculative. 

The Commission should not rely on interest rate “projections” made by professional analysts because 
“the direction of interest rates cannot be predicted any better than by a flip of a coin.” Analysts who 
project interest rates do not have any more information than what is already reflected in the current 
rate. 

Corporate bond yields cannot be used to imply meaningful equity risk premiums because a corporate 
bond contains some default risk which is diversifiable, therefore the investor’s expected rate of return 
is lower than the bond’s yield to maturity. All risk compagsons should be to default-free government 
bonds. 

The CAPM adopted by Staff and RUCO conforms to the original CAPM developed by Nobel 
laureate Professor William Shape. It is the version most widely used by companies and it is more 
popular than any other method of estimating the cost of equity among firms. 

The findings of CAPM tests that found the zero-beta return to be higher than the return on U.S. 
Treasuries cannot be appropriately applied to Staffs CAPM. 

The Commission should not rely on Dr. Zepp’s “risk premium” method because it is very subjective 
and not preferred to the CAPM. Further, Staff has concerns with the quality of the data Dr. Zepp 
relied on in his second risk premium study. 

Mr. Reiker also responds to the rebuttal testimonies of Company witnesses David Stephenson and 
intervenor Walter W. Meek. 
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INTRODUCTION 

Q. 
A. 

Q. 

A. 

Q* 
A. 

Please state your name and business address. 

My name is Joel M. Reiker. My business address is 1200 West Washington Street, 

Phoenix, Arizona 85007. 

Are you the same Joel M. Reiker who previously filed direct testimony in this 

proceeding? 

Yes. 

What is the purpose of your surrebuttal testimony? 

The purpose of my surrebuttal testimony is to provide Staffs updated rate of return 

(“ROR’) recommendation. I also respond to criticisms of Staffs direct testimony 

contained in the rebuttal testimony of Thomas M. Zepp, and I respond to company witness 

David Stephenson and intervenor Walter W. Meek. 

I. UPDATED RATE OF RETURN RECOMMENDATION 

Q. 
A. 

Q. 
A. 

Is Staff updating its ROR recommendation? 

Yes. Staff is updating its ROR recommendation based on its updated return on equity 

(“ROE”) recommendation, updated cost of debt recommendation, and updated capital 

structure recommendation - all of which are discussed in detail in this testimony. 

What is Staff‘s updated ROR recommendation? 

Staffs updated ROR recommendation is shown in Schedule JMR-S8. Staffs updated 

ROR recommendation is also shown below: 
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Table 1 

Weighted 
Weight Cost cost 

Long-term Debt 60.1% 4.8% 2.9% 
Common Equity 39.9% 9.0% 3.6% 
Cost of CapitaUROR 6.5% 

Staff addresses its updated ROE recommendation in the next section and its updated 

capital structure and cost of debt in section IV. 

11. UPDATED COST OF EQUITY ESTIMATES 

Q. 
A. 

What is Staff's updated ROE recommendation? 

Staffs updated ROE recommendation is 9.0 percent. Staffs updated ROE 

recommendation of 9.0 percent is based on its updated estimate of the cost of equity to the 

sample water companies, which is 8.5 percent. As in its original ROE recornmendation, 

Staff is adding 50 basis points to its updated estimate to account for Arizona-American's 

capital structure, which reflects greater financial risk compared to the sample water 

companies. Staffs updated cost of equity analysis is shown in Schedules JMR-S1 through 

JMR-S  15. The results are also shown in the following tables: 

/ 

Table 2: Sample V6;ater Companies 

Average 
Model Estimate 

Discounted Cash Flow 9.0% 

Average 8.5% 
1 8.1% 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Surrebuttal Testimony of Joel M. Reiker 
Docket No. WS-01303A-02-0867 et seq. 
Page 3 

Table 3: Sample Gas Companies 

Average 
Model Estimate 

Discounted Cash Flow 9.8% 
Capital Asset Pricing Model 8.8% 

9.3% 

Staff updated its DCF and CAPM estimates of the cost of equity to the sample water 

companies and sample gas companies with current information from Value Line and 

market data of September 25,2003. 

As shown in the above tables, the average estimate of the cost of equity to the sarnple 

water companies has decreased by 70 basis points and the average estimate of the cost of 

equity to the sample gas companies has decreased by 100 basis points. 

As mentioned on pages 34 - 35 of Staffs direct testimony, the sample gas companies are 

riskier than the sample water companies in terms of market risk. Based on Staffs updated 

CAPM analysis, the cost of equity to the sample gas companies is approximately 70 basis 

points higher than the cost of equity to the sample water companies. 
d 

111. RESPONSE TO THE REBUTTAL TESTIMOW OF THOMAS M. ZEPP 

Lack of Perspective 

Q. On page 3 of his rebuttal testimony Dr. Zepp states that the cost of equity estimates 

made by Staff and RUCO “lack perspective.” (See rebuttal testimony of Thomas M. 

Zepp. p. 3 at 9.) In support of his claim Dr. Zepp offers Rebuttal Table 1, in which 

he apparently shows that the sample water companies have authorized ROES that 

are higher than what Staff and RUCO recommend. (See rebuttal testimony of 
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Thomas Zepp. P. 3 at 7 - 13.) Does Dr. Zepp’s Rebuttal Table 

information to the Commission? 

provide any useful 

A. 

Q. 
A. 

No, it does not. Dr. Zepp has essentially resorted to relying on the comparable earnings 

method of estimating the cost of equity. I will explain in more detail why the Commission 

should not rely on the comparable earnings method in responding to the rebuttal testimony 

of Walter Meek. However, it should be noted here that in Staffs direct testimony I 

provided a quote from Professor Laurence Booth of the Rotman School of Management at 

the University of Toronto. Professor Booth simply points out the well known fact that 

“Theoretically, there is no question whatsoever that a market-to-book ratio of 1.50 

indicates that the [cost of equity] is less than the [allowed rate of return on equity].” 

Professor Booth has never even come across a company witness who would disagree with 

this basic proposition.’ The sample water companies have an average market-to-book 

ratio of 2.3 and the sample gas companies have an average market-to-book ratio of 1.7. 

Therefore, Dr. Zepp’s comparable earnings analysis cannot be relied upon as a reasonable 

gauge of the current cost of equity, and neither can his risk premium studies which rely on 

authorized and earned booWaccounting returns. 

Do the cost of equity estimates made by Staff / represent fair returns? 

Yes. I will explain in more detail why Staffs iecommended returns represent fair returns 

in responding to the rebuttal testimony of Walter Meek. 

Booth, Laurence. “The Importance of Market-to-Book Ratios in Regulation.” NRRI Quarterly Bulletin. Winter I 

1997. pp. 415 - 425. 
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The DCF Method 

Sample Selection 

Q. 

A. 

On page 8 of his rebuttal testimony Dr. Zepp states that Connecticut Water still 

appears to be a merger or acquisition candidate and should not be included in a 

sample to estimate DCF equity costs. On page 9 Dr. Zepp claims that with such a 

“super-inflated stock price,” dividend yield and DCF cost of equity estimates for 

Connecticut Water will be biased downwards. (See rebuttal testimony of Thomas M. 

Zepp. P. 9 at  10 - 11.) Does this appear to be the case? 

No. Chart S1 shows annual dividend yields for each sample water company over the past 

ten years. As the chart shows, Connecticut Water’s (CTWS) dividend yield appears to be 

in line with the rest of the sample water companies. In fact, Philadelphia Suburban (PSC), 

and not Connecticut Water, has seen its dividend yield decrease more than the other 

sample water companies. 

Additionally, DCF cost of equity estimates for Connecticut Water do not appear to be 

biased downwards. Staffs original DCF cost of equity estimate for Connecticut Water is 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 
22 
23 
24 
25 
26 
27 
28 

Surrebuttal Testimony of Joel M. Reiker 
Docket No. WS-Ol303A-02-0867 et seq. 
Page 6 

8.72 percent and Staffs updated DCF cost of equity estimate for Connecticut Water is 

8.52 percent.2 

Q. 

A. 

On page 11 of his rebuttal testimony Dr. Zepp criticizes Staffs statement that, based 

on its CAPM analysis, the cost of equity to the sample gas companies is 

approximately 100 basis points higher than the cost of equity to the sample water 

companies, based on the difference in market risk. Dr. Zepp states that the 100 basis 

points “overstates the general differential between beta risk for these types of 

utilities.” (See rebuttal testimony of Thomas M. Zepp. p. 11 at 22 - 24.) Please 

respond. 

As mentioned in the previous section, according to Staffs updated CAPM (which utilizes 

adjusted betas published by Value Line) the cost of equity to the sample gas companies is 

approximately 70 basis points zllgher than the cost of equity to the sample water 

companies. However, contrary to what Dr. Zepp claims, this 70 basis point differential 

actually understates the general differential in risk for these types of utilities suggested by 

a more relevant beta calculation. This is because, as mentioned on pages 34 - 35 of 

Staffs direct testimony, betas published by Value Line have been “adjusted” for their 

presumed tendency to converge toward 1.0. The adjustment process pushes high betas 

down toward 1.0 and low betas up toward 1.0.’ However, Professor William Sharpe, one 

of the Nobel Laureates who developed the C U M ,  states in his text Investments that it 

makes more sense to adjust beta toward the industry mean beta, rather than 1 .O: 

Information of the type shown in Table 15.5 can be used to adjust 
historical betas. For example, the knowledge that a corporation is 
in the air transport industry suggests that a reasonable prior 
estimate of the beta of its stock is 1.8. Thus, it makes more sense 
to adjust its historical beta toward a value of 1.8 than to 1.0, the 
average for all stocks, as was suggested in equation (15.9).3 

Average of constant growth and multi-stage DCF estimates. 
Sharpe, William F., Gordon J. Alexander. Investments. 4’ edition. Prentice Hall. Englewood Cliffs, NJ. 1990. 3 

431. 
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Relying on raw (unadjusted) betas for the sample water and gas companies of -37 and .53, 

respectively, suggests that the cost of equity to the sample gas companies is 120 basis 

points higher than the cost of equity to the sample water c~mpanies .~ 

Q. 

A. 

On page 10 of his testimony Dr. Zepp questions why Staff did not include South 

Jersey Industries in its sample of gas utilities. (See rebuttal testimony of Thomas M. 

Zepp. p. 10 at 1 - 4.) Does Staff have a response? 

Yes. Staff did not include South Jersey Industries in its sample of gas utilities for the 

same reason Dr. Zepp did not include it in h s  sample. That is, at the time Dr. Zepp 

prepared his direct testimony, South Jersey Industries only had 55 percent of its revenues 

fi-om gas operations. 

The Superiority of Spot Yields 

Q. On page 12 of his rebuttal testimony Dr. Zepp defends his use of an average dividend 

yield rather than the spot yield in his DCF analysis. Are any of the reasons Dr. 

Zepp offers for using an average yield, rather than a spot yield, valid? 

No. As stated in Staffs direct testimony, there is no point in “smoothing’’ stock prices for 

use in a model that assumes perfect markets.! Even in its weakest form, the efficient 

markets hypothesis ((‘EM”) implies that past rates of return and other historical market 

data should have no relationship with future rates of return - security prices follow a 

“random walk”. In other words, the best forecast of tomorrow’s yield is simply today’s 

yield. 

A. 
1 

The basis point difference is calculated as the difference between risk premiums calculated with raw betas of .37 
and .53. 

Myers, Stewart C. “The Application of Finance Theory to Public Utility Rate Cases.” Bell Journal of Econornmics 5 

andManagement Science. Spring 1972. p. 73. 
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Q. 

A. 

How does Staff respond to Dr. Zepp’s statement on page 12 of his rebuttal testimony 

that ‘‘spot yields provide a false sense of accuracy and should not be used to estimate 

DCF equity costs?” (See rebuttal testimony of Thomas M. Zepp. P. 12 at 11 - 12.) 

His statement is incorrect. In Staffs direct testimony I cited a 1996 Public Utilities 

Fortnightly article by Steven Kihm. In that article Mr. Kihm reported the results of his 

empirical analysis of utility bond yields and electric utility dividend yields from 1954 to 

1993. The results of his study of historical average and spot dividend yields were 

qualitatively identical to his results for bond yields: 

By all accuracy measures, the spot forecast outperforms the 
forecasts based on historic averages. The spot forecast is also 
dominant in terms of volatility reduction. And we see clearly the 
longer the averaging period, the worse the forecasting method by 
any measure. 

Averaging historical stock prices for use in the DlPo component of th DCF mod 1 

incorrectly assumes that future prices are llkely to revert to some historical mean. 

Relevant research suggests that this simply is not the case for stock prices and other data 

used in business. Company witness David Stephenson recognizes this concept on pages 

25 - 26 of his rebuttal testimony when he criticizes Staff for applying an interest rate of 

1.30 percent, rather than 1.28 percent (the most current cost), to the Company’s Maricopa 

County bonds. 
d 

Dividend Growth 

Q. On page 13 of his rebuttal testimony Dr. Zepp responds to Staffs direct testimony at 

page 40, line 1. Does Dr. Zepp misquote Staffs direct testimony? 

Yes. Dr. Zepp states that Staff testifies that he places “exclusive reliance on analysts’ 

forecasts of near-tern earnings growth.” (See direct testimony of Thomas M. Zepp. P. 13 

at 21 - 22.) Dr. Zepp argues that he did not do that. Staff agrees with him. The actual 

A. 
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quote from page 40, line 1, of Staffs direct testimony states that Dr. Zepp places 

“exclusive reliance on analysts’ forecasts in his DCF analysis.” Dr. Zepp relies 

exclusively on analysts’ forecasts of earnings per share (‘EPS’’) and sustainable growth in 

making his DCF cost of equity estimates. 

Q. 

A. 

Q. 

A. 

Is Dr. Zepp’s exclusive reliance on analysts’ forecasts of EPS growth and sustainable 

growth appropriate? 

No. Dr. Zepp’s exclusive reliance on analysts’ forecasts of EPS growth and sustainable 

growth in his DCF analysis is inappropriate because it assumes that investors ignore other 

information such as past growth. 

Dr. Zepp agrees that forecasts of EPS vary directly with ROE forecasts. (See rebuttal 

testimony of Thomas M. Zepp. P. 15 at 7 - 8.) Therefore, to the extent analysts’ forecasts 

of near-term EPS growth are overly optimistic, so are analysts’ forecasts of sustainable 

(br) growth. 

On page 15 of his rebuttal testimony Dr. Zepp states that he “did an analysis of 

Value Line ROE forecasts for gas distribution companies in 1999 and found that ... 
in real terms (i.e., forecasts adjusted for ^the difference in expected and actual 

. 

inflation) Value Line ROE forecasts for gas distribution utilities were unbiased.” 

(See rebuttal testimony of Thomas M. Zepp. p. 15 at 1 - 6.) Please comment. 

The “analysis” Dr. Zepp refers to appears to be an analysis made by a consultant for the 

Northwest Industrial Gas Users association named James Rothschild. Mr. Rothschild 

found Value Line ROE projections for Gas utilities to be biased upwards by 1.3 percent 

during the period 1977 to 1994. Dr. Zepp adjusted the data in Mr. Rothschild’s study to 

account for expected and actual inflation. Interestingly, in rebuttal testimony in Oregon 

docket UG-132, Dr. Zepp criticized Mr. Rothschild’s study for various reasons and stated 
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that it “proves nothing” (page 42 at 1 1). In discussing the results of his own modifications 

to Mr. Rothschld’s analysis, Dr. Zepp stated that they “may be more due to serendipity 

than to any other cause” (page 44 at 5 - 6.)  

Regardless of the results of Mr. Rothschilds’ analysis, Dr. Zepp relies on Value Line’s 

nominal, not real, ROE forecast, and ultimately recommends a nominal, not real, return 

on equity. Therefore, to the extent Value Line ROE forecasts remain overly optimistic; 

Dr. Zepp includes this bias in h s  DCF estimate. 

Q. 

A. 

Q. 

On page 14 of his rebuttal testimony Dr. Zepp responds to the quote Staff provided 

from Professor Myron Gordon in a Keynote Address he gave in 1998, in which he 

cited the Federal Energy Regulatory Commission’s (“FERC”) decision to use an 

average of security analysts forecasts of short-term earnings growth and past growth 

in gross national product (“GNP”). In Response to that quote, Dr. Zepp attempts to 

restate Staffs constant-growth DCF estimate. Is his restatement valid? 

No. First, Dr. Zepp has simply plugged the historical average rate of growth in gross 

domestic product (“GDP”) into “g” in Staffs constant-growth DCF analysis. This does 

not conform to the FERC method as described by Professor Gordon. Second, in the 

speech cited by Staff, Professor Gordon was offering his judgment on whether relying on 

a short-term forecast of earnings growth alone, or its average with a typically lower figure, 

provides a more reasonable figure. Professor Gordon did not address the reasonableness 

of the various indicators of dividend growth used by Staff in its constant growth DCF 

analysis. 

. 

Does Staff have any comments on Dr. Zepp’s own DCF estimates with respect to 

GDP growth that reveal the unreasonableness of his own expected dividend growth 

rate? 
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A. Yes. According to his Update Table 13, Dr. Zepp’s estimate of the expected dividend 

growth rate in his DCF analysis is 7.0 percent. All else equal, assuming an expected 

dividend growth rate in the constant-growth DCF model that is higher than the rate of 

growth in GDP essentially assumes that water utility industry earnings will grow faster 

than the overall economy - forever.6 Wharton School finance professor Jeremy Siegel 

discusses this concept in h s  book Stocks for the Long Run. On page 113 of Stocks for the 

Long Run Professor Siegel discusses the ratio of after-tax corporate profits and 

noncorporate business profits to national income: 

Although both these ratios fluctuate with the business cycle, it 
should be apparent that neither could grow faster than national 
income in the long run. If this occurred, it would imply that the 
owners of capital would receive an ever-increasing portion of the 
economic pie, and therefore, labor would receive an ever-shrinking 
portion. Such a development would be a recipe for social unrest 
and raise calls for government action to redress such a trend.7 

According to the January 26th, 2002, edition of The Economist: 

Much of the surge in borrowing in the late 1990s may have been 
based on overly optimistic forecasts for income. Last year saw the 
biggest fall in profits since the 1930s. Even when the economy 
recovers, profits are unlikely to grow at the double-digit annual 
rate that has come to be expectsd by many investors and 
borrowers. Over the long term, pkofits cannot grow faster than 
nominal GDP, which is unlikely to rise by more than 5-6% a year. 
(emphasis added) 

8 

The following table shows Dr. Zepp’s constant-growth DCF estimate adjusted to reflect 

the above information. Staff has simply substituted Dr. Zepp’s 7.0 percent expected 

dividend growth rate with a more reasonable 5.5 percent expected dividend growth rate, as 

suggested by The Economist: 

This assumes water utilities do not become net purchasers of shares into the infinite future, which is unlikely. 
Siegel, Jeremy J. Stochfor the Long Run. n r d  edition. McGraw-Hill, New York. 2002. p. 113. 7 

* “Dicing with Debt - Special Report.” The Economist. January 26,2002. pp. 22 - 24. 
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Table 4 

DIP0 + g k - - 
+ 5.5% = 9.0% 3.5% 

Q. 

A. 

On pages 43 to 44 of his rebuttal testimony Dr. Zepp states that investors “would 

realize the forecasts of slow near-term growth of DPS and past slow growth in DPS 

are the result of actions taken by the utilities to prepare for the future and that such 

differential growth in EPS and DPS allows higher dividend growth in the future.” 

(See rebuttal testimony of Thomas M. Zepp. p. 43 at 26 and p. 44 at 1 - 3.) Does 

Staff necessarily agree? 

No. It is more reasonable to interpret dividend growth as conveying management’s 

assessment of prospects for future earnings. Therefore, the obvious reason for DPS 

growth to be slower than EPS growth is management’s lack of confidence that extremely 

h g h  earnings growth can be sustained into the i n d e h t e  future, as Dr. Zepp assumes. On 

pages 36 and 40 of his rebuttal testimony Dr. Zepp recognizes Professor William Sharpe 

as an authority. On page 419 of his text Investments Professor Sharpe states: 

Both interviews with corporate executives and empirical analyses 
of financial data indicate that most firms have a target payout ratio 
that changes relatively little from year to year. Such a value 
represents a desired ratio of divid_ends to earnings over some 
relatively long period. Alternatifily, it may be thought of as a 
target ratio of dividends to longrun or sustainable earnings. 

Few firms attempt to maintain a constant ratio of dividends to 
current earnings, since at least some of the variation in earnings 
from year to year is likely to be transitory. Moreover, since many 
corporate executives appear to dislike cutting dividends, regular 
payments are often increased only when management believes it 
will be relatively easy to maintain the new, higher level in the 
future.. .9 (emphasis added) 

To the extent that dividend growth conveys management’s assessment of prospects for 

future earnings, the sample water companies are not necessarily confident that EPS can 

~ ~~ ~ 

Sharpe, William F. Investments. 31d edition. Prentice-Hall. Englewood Cliffs, NJ. 1985. p. 419. 
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grow indefinitely at the inflated rate Dr. Zepp assumes. Therefore, it is imperative to 

consider DPS growth in combination with other factors. 

Q- 

A. 

On page 44 of his rebuttal testimony Dr. Zepp presents his Rebuttal Table 6, which 

shows that in the years 1997 - 2002, average prices for water utility stocks have 

increased faster than EPS, DPS and book values. Dr. Zepp draws the conclusion 

that investors expect more rapid growth in the future, otherwise they would not bid 

up the price of the stock. (See rebuttal testimony of Thomas M. Zepp. p. 44 at 4 - 9.) 

Does Staff necessarily agree? 

No. Staff does not agree that the only reason investors would bid up the price of a stock is 

because they expect more rapid growth in the future. For example, it is logical to expect 

investors to bid stock prices up as the return they require for purchasing such stock (Le. 

the cost of equity) falls. This is because the price for a security varies inversely with its 

required return, other things equal. In Section III of Staffs direct testimony I provided 

Charts 1 and 2 which showed how interest rates and capital costs in general, have 

declined. Chart S2, shown below, graphs average 5- and 10-year Treasury yields over the 

same period covered in Dr. Zepp’s Rebuttal Table 6 (1997 - 2002): 

. 
Chart 5 2  Avemge 5- Eind IO- YearTreasury 

YleldS 

The decline in interest rates shown in Chart S2 combined with the increase in average 

prices for water utility stocks reported by Dr. Zepp makes perfect sense; as interest rates, 
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and capital costs in general, have decreased, so has the average cost of equity to the 

sample water companies. 

Q* 

A. 

Q. 

A. 

Does the Gordon, Gordon, and Gould ((‘GG&G”) article cited by Dr. Zepp support 

his argument that past DPS growth should not be included in a DCF cost of equity 

analysis? 

No, it does not. Dr. Zepp uses the GG&G article to support his position to exclude past 

DPS growth in a constant-growth DCF analysis. (See rebuttal testimony of Thomas M. 

Zepp. p. 44 at 18 - 26 and p, 45 at 1 - 6.) The GG&G article simply concluded that 

analysts’ forecasts of growth in EPS outperformed past BR (retention) growth, past DPS 

growth, and past EPS growth during the period of their study. The following quote from 

the GG&G article gives perspective: 

For OUT sample of utility shares, [forecasts of earnings growth] 
performed well, with [past BR growth], [past DPS growth], and 
[past EPS growth] a distant fourth.“ (emphasis added) 

The GG&G article concluded that the worst performer was past EPS growth, not past DPS 

growth, and that past EPS growth was distant in its inferiority. 

How does Staff respond to Dr. Zepp’s stakment on page 45 of his rebuttal testimony 

that, to the extent analysts have already taken historical growth into account in their 

forecasts, Staffs approach double-counts the past? (See rebuttal testimony of 

Thomas M. Zepp. p. 45 at 12 - 14.) 

As stated on page 40 of Staffs direct testimony, Staff agrees that professional analysts 

may have considered past growth in their forecasts. However, the appropriate growth rate 

to use in the DCF formula is the dividend growth rate expected by investors, not analysts. 

lo Gordon, David A., Myron J. Gordon, Lawrence I. Gould. “Choice Among Methods of Estimating Share Yield.” 
The Journal of Portfolio Management. Spring 1989. p. 54. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Surrebuttal Testimony of Joel M. Reiker 
Docket No. WS-01303A-02-0867 et seq. 
Page 15 

Therefore, the reasonable assumption that investors rely, to some extent, on past growth in 

addition to analysts’ forecasts, warrants consideration of both. 

Dr. Zepp ’s Restatement of S tars  DCF Estimates 

Q. 

A. 

On pages 46 - 47 of his rebuttal testimony Dr. Zepp attempts to show that past DPS 

growth and near-term forecasts of DPS growth would not be considered by investors 

by conducting an ad hoc analysis of Staffs expected dividend yields and past and 

forecasted DPS growth rates. He calculates constant-growth DCF estimates ranging 

from 6.0 percent to 7.2 percent. Should the Commission give this portion of Dr. 

Zepp’s rebuttal testimony any weight? 

No. This portion of Dr. Zepp’s rebuttal testimony should be given no weight by the 

Commission for several reasons. First, Dr. Zepp implicitly assumes that authorized ROEs 

equal equity costs. This assumption is incorrect. Staff has already addressed the problems 

associated with assuming authorized ROEs equal equity costs on pages 50 - 51 of its 

direct testimony. Second, Dr. Zepp relies on forecasts of Baa corporate bond rates. Staff 

has already explained why the Commission should not rely on interest rate “forecasts” on 

pages 49 - 50 of its direct testimony. Third, Dr. Zepp again makes the fatal mistake of 

comparing the rate on Baa corporate bdnds to the cost of equity. Staff has already 

explained why corporate bond yields cannot be used to imply meaningful equity risk 

premiums on pages 51 - 52 of its direct testimony. Fourth, Dr. Zepp adds Staffs past and 

forecasted DPS growth rates to the expected dividend yield to arrive at constant-growth 

DCF cost of equity estimates ranging from 6.0 percent to 7.2 percent. This procedure is 

inappropriate because Staff does not rely solely on DPS growth in its constant-growth 

DCF analysis, nor does Staff suggest that rational investors rely solely on DPS growth 

when pricing stocks. This portion of Dr. Zepp’s testimony constitutes a straw man 

argument and should be given no weight by the Commission. 

/ 
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Q. 
A. 

Q. 
A. 

How does Dr. Zepp modify Staffs multi-stage DCF analysis? 

On pages 47 - 50 of his rebuttal testimony Dr. Zepp modifies Staffs multistage DCF 

analysis by injecting a supernormal growth stage between the first and second stages of 

growth. He assumes that investors expect this supernormal growth to occur during years 

2007 - 20 16. 

Are his modifications appropriate? 

No. His modifications are not appropriate for two reasons. First, Dr. Zepp assumes that 

investors would use Value Line’s projected retention (“‘br”) growth rate to project 

dividends in 2007 and 2008. This is inappropriate because Value Line already projects 

DPS growth in those years. Investors relying on a multi-stage DCF model would use 

information concerning DPS growth to the greatest extent possible in the first stage. 

Second, Dr. Zepp takes VaZue Line’s projected br growth rate for 2006 - 2008 and 

misapplies it to years 2009 - 2016. Vuhe Line does not project growth for the years 2009 

- 2016, and Dr. Zepp’s perpetual growth rate does not begin until the year 2017. 

Therefore, inserting a projected br growth rate / for the years 2006 - 2008 into years 2009 - 

2016, before starting the perpetual growth rate-in 2017, is speculative. The Commission 

should give no weight to Dr. Zepp’s restatement of Staffs multi-stage DCF analysis. 

Dr. Zepp’s “Risk Premium” Method 

Forecasted Interest Rates 

Q. Should interest rate “projections” made by professional analysts be relied on to 

estimate the cost of equity? 
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No. Interest rate projections made by professional analysts should not be relied on for the 

same reasons average stock prices should not be used to calculate expected dividend 

yields in a DCF analysis. As stated above, the best forecast of tomorrows yield is simply 

today’s yield. According to the article cited in footnote 26 of Staffs direct testimony, 

“professional forecasts of financial variables are notoriously unreliable and appear to be 

getting worse, not better, over time.” “The direction of interest rates [bond yields] cannot 

be predicted any better than by the flip of a coin.”” 

How does Staff respond to Dr. Zepp’s testimony and illustration shown on page 20, 

lines 12 - 20 of his rebuttal testimony, in which he suggests that the relevant rate to 

determine the cost of equity “when setting tariffs that will not be authorized until 

2004” is a forecasted rate? 

Dr. Zepp’s statement is inconsistent with his testimony on page 12 of his rebuttal 

testimony where he argues for the use of a historical average dividend yield in the DCF 

formula. Dr. Zepp argues simultaneously for forecasted interest rates in the CAPM and 

historical prices in the DCF formula. Further, Dr. Zepp’s argument ignores the fact that 

the purpose of Staffs analysis is to estimate the current cost of equity to Arizona- 

American. The Commission may very well make d an estimate of the current cost of equity 

on the day an order is issued in this proceeding. However, the Commission should not 

rely on a forecasted rate that was likely predicted with no more accuracy than that of a 

coin toss. 

Baa Bond Rates vs. Treasuries 

Q. Can corporate bond rates be used to imply meaningful equity risk premiums? 

Kihm, Steven G. “The Superiority of Spot Yields in Estimating Cost of Capital.” Public Utilities Fortnightly. I 1  

February 1, 1996. pp. 42 - 45. 
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A. No. Corporate bond rates cannot be used to imply meaningful equity risk premiums 

because a corporate bond contains some default risk whch is diversifiable, therefore, the 

investor's expected rate of return is lower than the bond's yield to maturity.12 That is why 

Professor Booth states that all risk comparisons should be to default-free government 

bonds.I3 As mentioned previously, Dr. Zepp recognizes Professor William Sharpe as an 

authority. The following diagram is reproduced from Professor Sharpe's text 

~nvestments:'~ 

Figure SI :  Yield-to-MaWrity for 3 Risky Bond 

&fault Premiurn- 

Rik Premium - 

Default-Free Rate- 

12% 

9% 

8% Yiekl-to-Haturii an a DefauCFree 
B5nd of Comparable Uatuf@ 

As shown in Figure S1, the promised yield-to-maturity , is 12 percent. However, due to 

high default risk the expected yield-to-maturity is only 9 percent. The difference, 300 

basis points, is the default premium. The default premium shown in Figure S1 represents 

that portion of default risk which is diversifiable, or unsystematic. Investors do not 

require additional return to compensate for unsystematic risk. Professor Sharpe agrees 

that expected returns should be compared to expected returns on page 335 of Investments: 

As discussed in previous chapters, it is useful to compare the 
expected return of a security with the certain return on a default- 

~ 

l2 Weston, J. Fred, Thomas E. Copeland. Managerial Finance. The Dryden Press. 1986. Chicago. pp. 434 - 435. 

l 4  Sharpe. 1985 p. 335. 
Booth. pp. 41.5 - 42.5. 13 
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free instrument. In an efficient market the difference will be 
related to the reZevant [systematic] risk of the security. For stocks 
the expected holding-period return over a period of a year or less is 
commonly compared with the yield of a Treasury bill of the 
appropriate maturity. 

The traditional approach with bonds contrasts expected yield-to- 
maturity with that of a default-$& bond of roughly comparable 
maturity. Any diference is the bond’s risk premium. l5 (emphasis ). 
added) 

Consequently, Dr. Zepp’s “risk premium” is not a risk premium as defmed by Professor 

Sharpe. It is simply the difference between a “promised” yield-to-maturity and some 

other figure such as accountinghook returns or commission decisions. 

Q. 

A. 

Q. 

On page 22 of his rebuttal testimony Dr. Zepp presents his Rebuttal Table 2, which 

shows that the spread between Baa corporate bond rates and 10-year Treasury rates 

during the last two years is 50 percent higher than the average spread from 1982 to 

1998. Dr. Zepp states that the higher yield spread today creates a problem. (See 

rebuttal testimony of Thomas M. Zepp. p. 22 at 21 - 24.) Please comment. 

Dr. Zepp suggests that the fact that there was a larger spread between Baa corporate bond 

rates and Treasury rates in the last two years than in the period 1982 - 1998, a cost of 

equity estimate produced by a risk premium method such as his will be understated. 

However, the larger spread between Baa’-corporate bond rates and Treasury rates may 
/ 

logically be due to increased unsystematic default risk for Baa’s on average, thus 

overstating the cost of equity. 

On page 23 of his rebuttal testimony Dr. Zepp presents his Rebuttal Table 3, which 

he claims shows that Baa bond rates are preferred to Treasury rates when making 

risk premium estimates. What is the analysis shown in his Rebuttal Table 3? 

Sharpe. 1985. pp. 335 - 336. 15 
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A. 

Q. 
A. 

Q. 
A. 

In the data supporting his Rebuttal Table 3 Dr. Zepp regresses the 454 commission ROE 

decisions he used in his second risk premium analysis on (1) Baa corporate bond rates and 

(2) 10-year Treasury rates, during the period 1982 to 2002. The R2 of his regressions are 

345 and .820 for Baa corporate bonds and 10-year Treasuries, respectively. For the most 

recent four-year period the R2 of his regressions are .183 and .089 for Baa corporate bonds 

and 10-year Treasuries, respectively. Dr. Zepp claims that his results show that Baa 

corporate bond rates do a better job of explaining the level of equity costs than do 10-year 

Treasuries. 

Can the regression analysis supporting Dr. Zepp’s Rebuttal Table 3 be relied on? 

No. The regression analysis supporting Dr. Zepp’s Rebuttal Table 3 cannot be relied on 

for two reasons. The first reason is related to the way he ran h s  regression; the second 

reason is related to the type of regression he ran. 

Please explain the first reason Dr. Zepp’s analysis should not be relied on. 

Dr. Zepp’s analysis should not be relied on because Staff has concerns with the manner in 

which he ran his regressions. For example, in some months (December 1982) he regresses 

as many as 21 commission ROE decisions against / the same interest rate. In other months 

there are simply no data, and most interesting of all; there are no data for the six-year 

period between October 1983 and January 1990. Dr. Zepp has not explained why this data 

is missing from his analysis. 

On page 23, lines 5 - 6 of his rebuttal testimony Dr. Zepp states that this data is the same 

data from Table 22 of his direct testimony (his second risk premium analysis). Staff was 

not aware of this work paper prior to the writing of this testimony. To the extent that the 

data supporting Dr. Zepp’s Rebuttal Table 3 is the same data he relied on in his second 
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risk premium analysis, his use of such data is inefficient at best, and is yet another reason 

the Commission should not rely on it. 

Q. 
A. 

Q. 

A. 

What is the second reason Dr. Zepp’s analysis cannot be relied on? 

The second reason Dr. Zepp’s regression cannot be relied on is what is known as positive 

autocorrelation, which Staff found in h s  regression. When positive autocorrelation is 

present, the validity of the regression is questionable.I6 

Even if Dr. Zepp’s regression analysis was valid would it prove anything about the 

relationship between interest rates and the cost of equity? 

No. This is because his analysis in no way examines the cost of equity. Rather, it 

considers ROE decisions made by various commissions at various points in time in the 

early 1980s and then again in the more recent period since 1990. The capital markets 

determine the cost of equity, not state commissions. Further, this Commission has no way 

of knowing how these other cases were resolved. Allowed returns often reflect various 

incentives and disincentives put into place by each state commission for various purposes 

which likely do not, and would not, apply to Arizona-American. 

The CAPM 

Q. On page 34 of his rebuttal testimony Dr. Zepp describes the CAPM used by Staff and 

RUCO and presents what he calls a “more general specification” of the CAPM 

known as the “zero-beta” version. (See rebuttal testimony of Thomas M. Zepp. P. 

34 at 3 - 24.) Please comment. 

“%‘he difference between the predicted value of the regression line and the actual observation (in h s  case the ROE 
decision) is the error, or “residual.” Theoretically, residuals should be random. When the residual for one period is 
followed by a residual of similar magnitude in the subsequent period, the residuals are not random. This situation is 
called autocorrelation, and the validity of the regression is called into question. 
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A. 

Q. 
A. 

Q. 

A. 

The CAPM adopted by Staff and RUCO actually conforms to the original CAPM 

developed by Professor William Sharpe, John Lintner, and Jan Mossin. It is the version 

most widely used by companies and it is more popular than any other method of 

estimating the cost of equity among firms.I7 The “zero-beta” version presented by Dr. 

Zepp in equation 2 (page 34) of Ius rebuttal testimony is actually an extended version of 

the CAPM derived from empirical tests of the original. 

What is the zero-beta CAPM? 

In the zero-beta CAPM, the required return on a zero-beta asset (a portfolio of assets that 

has no covariability with the market portfolio) (Rz) is used in place of the return on US. 

Treasuries (R& The zero-beta CAPM is said to be flatter than the original CAPM, 

resulting in higher expected returns for low beta stocks and lower expected returns for 

high beta stocks compared to the original CAPM. 

On pages 38 - 39 of his rebuttal testimony Dr. Zepp attempts to apply the findings of 

the CAPM tests which found the required return on the zero-beta asset to be higher 

than the Treasury bill rate to Staffs CAPM. Is his restatement appropriate? 

No. On page 56 (lines 13 - 23) of Staffs direct d testimony I explained why the results of 

those tests cannot be appropriately applied to Staffs CAPM. The restatement of Staffs 

CAPM presented by Dr. Zepp in his rebuttal testimony should not be relied upon for 

additional reasons. First, the 476 basis-point premium over intermediate-term Treasury 

yields used by Dr. Zepp in his restatement of Staffs CAPM was not a finding of Fama 

and MacBeth. Second, the unreasonableness of Dr. Zepp’s zero-beta restatement of 

Staffs CAPM is revealed in his 9.31 percent zero-beta (risk-free) return. Clearly, a risk- 

’’ Graham, John R., Campbel R. Harvey. “The Theory and Practice of Corporate Finance: Evidence from the Field.” 
Journal ofFinancia1 Economics. 60 (2001) pp. 187 - 243. 
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free rate of 9.31 percent does not appear reasonable when long-term Treasuries yield 5.0 

percent and intermediate-term Treasuries yield 3.6 percent. 

An appropriate application of the zero-beta version of the CAPM would have to start with 

an estimate of the current required return on the zero-beta asset. The study cited by Dr. 

Zepp in his restatement of Staffs CAPM was conducted approximately thirty years ago. 
& 

Q. 

A. 

On pages 36 - 37 of his rebuttal testimony Dr. Zepp restates Staffs CAPM estimates 

using analysts’ forecasts of long-term Treasury yields. Is Dr. Zepp’s restatement of 

Staffs CAPM using forecasts of long-term Treasuries appropriate? 

No. First, Dr. Zepp’s use of a forecasted Treasury bond yield is inappropriate. On pages 

49 - 50 of Staffs direct testimony and previously in this testimony I explained why the 

Commission should not rely on forecasted interest rates. Second, Dr. Zepp’s use of a 

long-term Treasury bond as the risk-free rate (Rf) in the CAPM is contrary to suggestions 

by financial experts that most investors consider the intermediate time frame (5-10 years) 

a more appropriate investment horizon.18 Also, when using the CAPM to estimate the 

cost of equity to a public utility, it would make more sense that the risk-free rate that is 

chosen should be an estimate of the rate expected I to prevail during the period that rates are 

in effect. Third, a long-term Treasury bond yield is inappropriate for use in a CAPM for a 

utility rate proceeding because it includes a risk premium above and beyond expected 

future interest rates, which Rf represents in the CMM. This risk premium is called a 

“liquidity risk premium.” If Dr. Zepp’s risk-free rate includes a risk premium it cannot be 

risk-free; and an analyst should not use it in a CAPM analysis. Brealey and Myers 

describe how a long-term Treasury bond yield can be corrected for use in the CAPM in 

their text Principles of Corporate Finance: 

Reilly, Frank K., and Keith C. Brown. Investment Analysis and Portfolio Management. 2003. South-Westem. 18 

Mason, OH. p. 439. 



1 
2 
3 
4 
5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Surrebuttal Testimony of Joel M. Reiker 
Docket No. WS-01303A-02-0867 et seq. 
Page 24 

The risk-free rate could be defined as a long-term Treasury bond 
yield. If you do this, however, you should subtract the risk 
premium of Treasury bonds over bills , . . This figure could in tum 
be used as an expected average future rf in the capital asset pricing 
model. 

Q. 
A. 

Q. 

A. 

Q. 

Are there other problems with Dr. Zepp’s restatement of Staffs CAPM? 

Yes. Dr. Zepp has updated the Rfin Staffs CAPM but has not updated the current market 

risk premium (Rm - Rh, which has declined as interest rates have increased since Staffs 

direct testimony . 

On page 40 of his rebuttal testimony Dr. Zepp states that the “Oregon [Public Utility 

Commission] Staff abandoned presenting equity cost estimates based on the CAPM 

altogether.” (See rebuttal testimony of Thomas M. Zepp. p. 40 at 3 - 4.) Is he 

correct? 

No. Staff has been in personal contact with the Oregon Public Utility Commission 

(“PUC”) Staff and they have informed me that they have, in fact, not abandoned the 

CAPM, and they have not represented such to any party recently. Therefore, Dr. Zepp’s 

information is incorrect. 

. 
Not only do other state commission staff s’continue to rely on the C U M ,  the CAPM is by 

far the most popular method of estimating the cost of equity among companies.20 

On page 40 of his rebuttal testimony Dr. Zepp suggests that his “risk premium 

model’’ is preferred to the CAPM and states that it is a simpler and less subjective 

Brealey, &chard. Myers, Stewart C. Principles of Corporate Finance. 3rd edition. McGraw-Hill. New York. 19 

1988. p. 184. 
2o Graham, John R., Campbel R. Harvey. “The Theory and Practice of Corporate Finance: Evidence from the Field.” 
Journal of Financial Economics. 60 (2001) pp. 187 - 243. 
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A. 

approach than the CAPM. (See rebuttal testimony of Thomas M. Zepp. p. 40 at 5 - 

13.) Is he correct? 

No. The risk premium approach advocated by Dr. Zepp is very subjective and not 

preferred to the CAPM. Diana Harrington of the University of Virginia discusses such ad 

hoc methods in her book Modern Portfolio Theory, The Capital Asset Pricing Model, and 

Arbitrage Pricing Theory; 

These models start with the assumption that every holder of a risky 
investment requires a retum that is greater than the return he or she 
would get from a risk-free security. In other words, the investor 
receives a premium as compensation for his or her risk. Most risk- 
premium models calculate the required rate of retum by adding to 
the risk-free rate of return certain premiums for industry risk, 
operating risk, or financial risk. These calculations remain 
subjective because the analysts’ estimates of business risks are 
likewise subjective. 

The CAPM, by contrast, defines risk explicitly as the volatility of 
an asset’s retums relative to the volatility of the market portfolio’s 
retums. The advantage of this precise definition of risk is that risk 
is the only asset-specific forecast that must be made in the 
CAPM.21 

A review of the various ways Dr. Zepp has implemented his risk premium method reveals 

just how subjective it is. Even if Dr. Zepp had implemented his risk premium method in 

the manner suggested in the above excerpt and used a default-free Treasury security, it 

would still be more subjective than the CAPM according to the quote by Professor 

Harrington. Additionally, the fact that there are six years (November 1983 - December 

1989) of data missing from his second risk premium analysis indicates that the data is of 

poor quality, or it was subjectively omitted. 

Hanington, Diana R. Modern Portfolio Theory, the Capital Asset Pricing Model, and Arbitrage Pricing Theory: 21 

A User’s Guide. Prentice-Hall. Englewood Cliffs, NJ. 1987. pp. 18 - 19. 
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The Appropriate Rate Base to Which the ROR is applied 

Q. 

A. 

Q. 

A. 

Should the Commission adopt Dr. Zepp’s recommendation to multiply the ROR by 

the Company’s reproduction cost rate base to determine earnings? 

No. On page 63 (lines 9 - 14) of Staffs direct testimony I explained why applying the 

market-based ROR to the reproduction cost new rate base (“RCNRB”) when the RCNRB 

is greater then the OCRB provides the Company and its investors with a windfall gain at 

the expense of Arizona consumers. I further explained in Staffs direct testimony (pages 

63 -65) how applying a market-based ROR to a RCNRB that is lower than the OCRB can 

result in a company expecting to earn less than the cost of capital on its investment as well 

as the inability to maintain credit. Dr. Zepp’s recommendation is confiscatory and 

violates the widely accepted capita1 attraction standard when the RCNRB is less than the 

0cREP2 

On pages 30 - 31 of his rebuttal testimony Dr. Zepp argues that in Arizona, investors 

should not expect to earn a return on the original dollars invested (OCRB). (See 

rebuttal testimony of Thomas M. Zepp. P. 30 at 25 - 26.) Rather, he argues that a 

higher dollar return resulting from an Arizona utility having assets worth more than 

original cost should be expected. (See rebuttal testimony of Thomas M. Zepp. P. 31 

at 5 - 7.) Does available evidence suggest that this is the case? 

No. Arizona Public Service Company (“APS”) filed an application for a rate increase on 

June 27Ih, 2003. Staff is currently reviewing that application. Exhibits JMR-S18 and 

JMR-S19 are APS’ Schedule B-2 and B-3 of its application. According to the exhibits, 

APS’ original cost rate base is $3.8 billion and its reconstruction cost new (“RCN’) rate 

base is $6.7 billion. If Dr. Zepp is correct, one should expect Pinnacle West Capital Corp. 

(“Pinnacle West”), the parent of APS, to have a market-to-book ratio that is substantially 

higher than other publicly-traded electric utilities that do not operate in Arizona. Schedule 

I 

22 Myers, Stewart C. Spring 1972. p. 80. 
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JMR-Sl6 shows the percent of total revenues derived from regulated operations and the 

October 9, 2003, market-to-book ratio for twenty-nine publicly-traded electric utilities, 

including Pinnacle West. According to Schedule JMR-S16, on October gth investors were 

willing to pay only 1.2 times book value for Pinnacle West common stock, while they 

were willing pay 1.5 times book value for common stock in the other publicly-traded 

electric utilities. 

Clearly, if investors expected to earn a return on a value of assets that was worth more 

than original cost due to what Dr. Zepp claims the Arizona Constitution requires, Pinnacle 

West would not have a market-to-book ratio that is lower than that of other publicly- 

traded electric companies that do not operate in Arizona. Therefore, evidence suggests 

that investors will receive a windfall gain if Dr. Zepp’s recommendation is adopted. 

IV. RESPONSE TO THE REBUTTAL TESTIMONY OF DAVID STEPHENSON 

Capital Structure and Cost of Debt 

Q. 

A. 

On pages 25 - 27 of his rebuttal testimony Mr. Stephenson criticizes Staff for 

including the Tolleson bonds as debt of the Company and not the  PILAR"^^ 
agreements in its recommended capital strwcture and cost of debt. What information 

did Staff rely on to calculate its recommended capital structure and cost of debt? 

Staff relied on information provided by Mr. Stephenson in response to Staff data request 

JMR 8-3. According to the schedule provided by Mr. Stephenson in response to JMR 8-3, 

the Tolleson bonds were debt of the Company on December 3 1,2002. The schedule does 

not indicate the PILAR agreements as debt of the Company on December 31, 2002. Mr. 

Stephenson’s response to Staff data request JMR 8-3 is included as Exhibit JMR-S20. 

The correct acronym is PILOR or PILR, meaning “payment in lieu of revenue.” The PILR debt is related to 
construction agreements whereby the developer constructs distribution plant and transfers ownershp to the utility in 
exchange for a loan from the developer equal to the cost of construction. In addition, for each lot not receiving 
permanent water service from the utility, the developer pays to the utility an annual “payment in lieu of revenue.” 

23 
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Q. 

A. 

Q. 
A. 

Is the information provided by Mr. Stephenson in response to JMR 8-3 consistent 

with his rebuttal testimony and information he provided in Docket No. W-01303A- 

03-0572, a financing docket? 

No. On August 14,2003, Arizona-American filed an application for approyal to issue $25 

million in long-term debt (Docket No. W-01303A-03-0572). In response to Staff data 

request J H J  1.2 in that docket (included as Exhibit JMR -S21), Mr. Stephenson provided a 

schedule showing a different debt structure for the Company on December 3 1,2002. The 

schedule provided in response to JHJ 1.2 indicates the PILAR agreements are debt of the 

Company. The PILAR agreements appear to be loans developers made to the utility. The 

Tolleson bonds are not shown on the schedule. 

Is Staff changing its recommended capital structure and cost of debt? 

Yes. Staff is changing its recommended capital structure to reflect Mr. Stephenson’s 

rebuttal testimony regarding the Tolleson bonds and PILAR agreements. Staffs updated 

capital structure consists of 60.1 percent long-term debt and 39.9 percent equity: 

Table 5 

Capital Source , Percentage 
/ Long-term Debt 60.1 % 

Common Equity 39.9% 

Staffs updated recommended capital structure reflects the debt structure represented to 

Staff in the Company’s response to Staff data request JHJ 1.2 in Docket No. W-O1303A- 

03-0572 (financing case) (See Exhibit JMR 521.) 

Staffs updated recommended cost of debt is 4.77 percent, shown in Schedule JMR-S17. 
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Financial Integrity 

Q. 

A. 

Q. 

A. 

On pages 27 - 32 of his rebuttal testimony Mr. Stephenson responds to Staffs pre- 

tax interest coverage ratio of 3.2 calculated in column F of Schedule JMR-9 of Staff’s 

direct testimony. On pages 30 - 31 of his rebuttal testimony he presents his Rebuttal 

Schedule 4, which he claims shows that Staffs recommendations produce a pre-tax 

interest coverage ratio of 1.16. (See rebuttal testimony of David Stephenson. p. 30 at 

22 - 26 and p. 31 at 1 - 2.) Should the Commission give any weight to Mr. 

Stephenson’s calculation? 

No. Mr. Stephenson makes his calculation fi-om accounting data and implicitly assumes 

that the Commission is obligated to provide a dollar return on items other than assets 

devoted to public service. Therefore, his calculation is inconsistent with a fair rate of 

return. Staffs recommended rates are designed to provide an opportunity for the 

Company to e m  a fair rate of return on the value of assets devoted to the public benefit 

and Staffs updated ROR is expected to provide a 3.0 pre-tax interest coverage ratio. 

Can you provide an example of a situation where a utility made substantial 

investment in assets nut devoted to public service, therefore resulting in a differential 

between the pre-tax interest coverage ratjo implied by the weighted average cost of 

capital (“WACC”) and the pre-tax interest coverage ratio calculated from 

accounting data? 

Yes. Assume hypothetical utility A has a rate base of $100 and chooses to finance all 

plant with debt at a cost of 5.0 percent. Utility A wishes to purchase Utility B’s assets. 

Due to reasons related to management self-interest and not public benefit, Utility A pays 

$200 for Utility B’s assets that are only worth $100, resulting in a $100 premium. In 

Utility A’s next rate case the commission allows a return of 5.0 percent on a rate base of 

$200. Utility A does not, and should not, earn a return on the $100 premium it paid for 

Utility B’s assets even though it financed that extra $100 with debt at a cost of 5.0 percent. 
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As a result, the interest coverage ratio implied by the WACC will be different than an 

interest coverage ratio calculated fi-om accounting data, which would presumably include 

interest payments on the $100 premium paid for Utility B’s assets. 

Q. 
A. 

Can you provide another example of the fallacy in Mr. Stephenson’s argument? 

Yes. On page 4 of his Rebuttal Schedule 4, MI-. Stephenson calculates a return on equity 

using the same type of accounting data that he used in calculating his coverage ratio. 

Stephenson Rebuttal Schedule 4 reports that under the Company’s own proposed rates, it 

will earn a return on equity of only 2.21 percent (page 4). He states that “this return is 

better than earning no return, as would be the case under Staffs recommendations, but is 

still well below the returns currently being earned by publicly traded water utilities.. .” 

(See rebuttal testimony of David Stephenson. p. 3 1 at 18 - 21 .) 

Clearly a return of 2.21 percent is unreasonable for a water utility, as the yield on risk-free 

intermediate-term Treasury securities is currently 3.6 percent. A well-managed company 

would certainly not seek rates designed to provide investors with a return lower than the 

risk fiee rate, as Mr. Stephenson suggests is the case. 

v. RESPONSE TO THE REBUTTAL TESTIMONY OF INTERVENOR WALTER w .  

MEEK. 

Unique Risk 

Q. On pages 5 - 6 of his rebuttal testimony Mr. Meek suggests that unique factors affect 

stock prices. Does Staff agree? 

Yes. Staff agrees with Mr. Meek that unique factors and events can have an affect on 

stock prices. However, unique factors have no bearing on market risk, which is what 

affects the cost of equity. Professor Hamngton explains: 

A. 
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Looking back, we can, of course, see [unique] sources of superior 
returns or losses. But because these uncertainties can be 
diversified away, they are not relevant to investors’ forecasts of the 
future returns.24 (emphasis added) 

Q. 

A. 

Q* 

A. 

On page 6 of his rebuttal testimony Mr. Meek states that he does not agree with 

Staff’s testimony that &‘the risk associated with a particular firm is ‘eliminated’ if 

securities are purchased in portfolios.’’ (See rebuttal testimony of Walter W. Meek. 

p. 6 at 11 - 21.) What type of risk is Staff referring to? 

Staff is referring to unique risk. Unique risk is also known as diversifiable risk, or 

unsystematic risk. 

Can Staff explain how the unique risk of a security can be eliminated through 

shareholder diversification? 

Yes. According to modem portfolio theory (“MPT”), investors purchase assets in 

portfolios, and in doing so reduce the total variation of their returns. The total variation of 

a portfolio is less than the sum of its parts because in a diversified portfolio of risky assets 

some returns are high while others are low, offsetting each other. For example, stock A (a 

suntan lotion company) and stock B (an umbrella company) are both expected to earn 10 

percent and have equivalent risk. However, it seems that returns on the two stocks move 

in exactly opposite directions. When it is sunxiy, stock A makes unusually good returns 
, 

but stock B makes unusually poor returns. When it is rainy, stock B makes unusually 

good returns and stock A makes unusually poor returns. Combining the two stocks in a 

portfolio allows all risk to be diversified away, even though each of the companies’ 

returns is still quite risky independently. This risk that can be diversified away becomes 

irrelevant and investors do not require a return on this unique risk. Diversification allows 

investors to reduce their level of risk exposure for any given level of expected return. The 

Hanington. p. 16. 24 
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risk that is left is called systematic risk. Systematic risk measures the extent to which a 

security’s returns are correlated with returns in the general market of risky assets. 

MPT is a widely accepted concept that gained added fame in 1990 when the Nobel Prize 

in Economic Sciences was awarded to Harry Markowitz, Merton Miller,* and Professor 

Sharpe for their work on the concept. 

Q. 

A. 

On page 6 of his rebuttal testimony Mr. Meek states that his organization and utility 

companies receive inquiries from analysts and investors about the probable effects of 

unique risk. Mr. Meek also cites a Citigroup publication on page 8 of his rebuttal 

testimony and Value Line on page 11 of his rebuttal testimony, both of which analyze 

and rate individual stocks. Would Mr. Meek’s organization receive inquiries about 

unique risk, and would there be demand for the Citigroup and Value Line 

publications if markets were efficient, and investors did not require added return for 

bearing unique risk? 

Yes. The fact that Mr. Meek’s organization receives inquiries about the effect of unique 

factors, and the fact that there is demand for the Citigroup and Value Line publications are 

both consistent with the existence of an efficjent market, in which investors do not require 

added return for unique risk. This is becaGe although a market may be reasonably 

efficient, at any given point in time a particuIar security may be ’in disequilibrium. A 

security in disequilibrium is either “underpriced” or “overpriced.” A security is 

underpriced if its expected return is greater than its equilibrium expected return given its 

level of systematic risk. A security is overpriced if its expected return is less than its 

equilibrium expected return given its level of systematic risk.25 

~~ 

’’ Sharpe, William F., Gordon J. Alexander. Investments. 4’ edition. Prentice Hall. Englewood Cliffs, NJ. 1990. 
p. 221. 
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Q. 
A. 

Can you provide a simple, real-life example of a security that is in disequilibrium? 

Yes. Suppose Orange Juice, Inc. gets the majority of its oranges f7om Florida. Orange 

Juice, Inc. is publicly traded and its stock price is in equilibrium. Now suppose that 

investors are unaware that a hurricane is brewing off the coast of Florida (a unique event) 

that will wipe out Florida’s entire crop of oranges. Orange Juice, Inc.’s stock price is now 

in disequilibrium and is overpriced - the pending hurricane has reduced prospects for 

future cash-flow growth, but because investors are not aware of the hurricane, its stock 

price remains at its pre-hurricane level. Thus, Orange Juice, Inc.’s expected return is less 

than the equilibrium expected return given its level of systematic risk. When investors 

become aware of the hurricane they will sell Orange Juice, Lnc. until its price falls to a 

level where it is again in equilibrium, and its expected return is once again appropriate 

given its level of systematic risk. Orange Juice, Inc.’s systematic risk never changed 

throughout the above situation. 

Many investors and analysts spend a great deal of time searching for mispriced 

securities.26 Some investors may seek information or opinion from organizations such as 

Mr. Meek’s, many others will review the individual company analyses provided by 

organizations such as Citigroup and VaZue Line. 

The market-based models used by Staff to calculate cost of equity estimates for the sample 

water companies are “equilibrium models.” Therefore, Staffs estimate of the cost of 

equity to the sample water companies is an estimate of the appropriate expected return 

given their level of systematic risk. 

26 Sharpe. 1990. p. 221 
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Staff‘s Cost of Equity Estimates are Reasonable from a Common Sense Perspective 

Q. 

A. 

Q. 
A. 

On page 10 of his rebuttal testimony Mr. Meek states that “the results produced by 

Staffs Discounted Cash Flow @CF‘) and CAPM studies may pass a theoretical test, 

but they are suspect from a common sense perspective.” (See rebuttal testimony of 

Walter W. Meek. p. 10 at 25 - 27.) Does Staff agree? 

No. Staffs updated DCF and CAPM estimates average 8.5 percent. On pages 5 - 6 of 

Staffs direct testimony I provided information regarding historical returns for average risk 

securities as well as observational perspective on current capital costs. On page 6 of 

Staffs direct testimony I reported that Wharton School finance professor Jeremy Siege1 

published his finding that the average compound and arithmetic returns on US. equities 

have been 8.3 percent and 9.7 percent, respectively, using 199 years of data from 1802 

through 2001.27 One should keep in mind that these returns are actual returns, not 

expected returns. However, the risk of a regulated water utility, as measured by beta, is 

significantly below the theoretical beta (1 .O) of average-risk securities. 

Does evidence suggest that capital costs are low by historical standards? 

Yes. On page 5 of Staffs direct testimony I presented Chart 2. Chart 2 is updated below 

as Chart S3. Chart S3 puts interest rates,and capital costs in general, into historical 

perspective. Interest rates have declined significantly in the past twenty years, and are 

currently at levels comparable to the 1950’s and ‘60’s. 

”Siegel. p. 13. 
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Q. 

A. 

4% b 

According to the CAPM, the cost of equity moves in the same direction as interest rates. 

Chart S3 suggests that capital costs, including the cost of equity, are quite low by 

historical standards. 

On page 11 of his rebuttal testimony Mr. Meek testifies that Staff has not explained 

the difference between the cost of equity estimates derived from market-based 

models @CF and CAPM) and “actual returns in the market.’’ (See rebuttal 

testimony of Walter W. Meek. p. 11 at 8 -11.) Can Staff explain this difference? 

Yes. However, before explaining the difference it should be noted that Mr. Meek’s 

statement is based on an erroneous assumption that “actual returns in the market” are 

higher than Staffs cost of equity estimates, when they are not. The average market return 

for the twelve months ending December 31,2002, was -4.6 percent and 3.2 percent for the 

sample water companies and sample gas companies, respectively. The difference between 

a security’s expected return and its actual market return is known as its “random error.” 

The expected value of a security’s random error is zero. 
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The Comparable Earnings Method and the Comparable Earnings Standard 

Q. 

A. 

Q. 

A. 

On page 9 of his rebuttal testimony Mr. Meek cites the “comparable earnings 

standard.” (See rebuttal testimony of Walter W. Meek. p. 9 at 9 - 10.) What is the 

difference between the comparable earnings “standard,” and the comparable 

earnings ‘‘method” Staff mentions in its response to the rebuttal testimony of Dr. 

Zepp? 

The comparable earnings “standard” was set forth by the Supreme Court in Hope. It 

simply states that the return to the equity owner “should be commensurate with returns on 

investments in other enterprises having corresponding risks.”28 This standard is best met 

using the DCF and CAPM models. The comparable earnings “method” is the practice of 

examining past or projected accountingbook returns on equity as a gauge of the cost of 

equity, rather than relying on market-based models such as the DCF and CAPM. 

On page 12 of his rebuttal testimony Mr. Meek uses the comparable earnings method 

by citing booWaccounting returns for the sample water companies and sample gas 

companies reported by C. A. Turner UtiZity Reports. (See rebuttal testimony of 

Walter W. Meek. p. 12 at 11 - 28.) Should the Commission rely on the comparable 

earnings method? 1 

No. The Commission should not rely on the comparable earnings method. Staff has 

already stated in its response to the rebuttal testimony of Dr. Zepp that the sample water 

companies have an average market-to-book ratio of 2.3 and the sample gas companies 

have an average market-to-book ratio of 1.7. Therefore, from a theoretical standpoint the 

sample companies are expected to earn book/accounting returns in excess of their costs of 

equity. “The economically relevant internal rate of return [cost of equity] will only be 

approximated by the [book/]accounting rate of return in two cases: one, if the cost of 

Myers, Stewart C. “The Application of Finance Theory to Public Utility Rate Cases.” The Bell Journal of 28 

Economics andhlanagement Science. Spring, 1972. p. 61. Federal Power Commission v. Hope Natural Gas Co. 
1944. 
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[equity] is earned in each year; and two, if an average [book/]accounting rate of return is 

taken over a very long period of time.”29 Even then, the comparable earnings method still 

ignores current capital market conditions. 

Q. 
A. 

Q.  

A. 

Is the comparable earnings method a popular method to estimate the cost of equity? 

No. Many decades ago the comparable earnings method was a widely used method for 

estimating the cost equity to a public utility. It has since been supplanted by market-based 

models developed in corporate finance. The DCF method is the most popular method of 

estimating the cost of equity in public utility rate cases and the CAPM is the most popular 

method of estimating the cost of equity among companies. 

The application of corporate finance theory to public utility rate cases was set forth over 

thirty years ago by Professor Stewart Myers of the Massachusetts Institute of Technology. 

In his now classic article “The Application of Finance Theory to Public Utility Rate 

Cases” professor Myers explained how the traditional comparable earnings method of 

examining booWaccounting returns of other firms contained serious deficiencies, both in 

logic and appli~ation.~’ 

I 

Is the comparable earnings method required in order to satisfy the comparable 

earnings “standard?” 

No. The interpretation of the comparable earnings standard suggested by finance theory is 

the rate of return, defined in terms of anticipated dividends and capital gains investors 

expect to earn by purchasing shares of comparable risk. This is also called the “cost of 

equity”. Therefore, the DCF method and CAPM both satisfy the comparable earnings 

standard. 

29 Howe, Keith M., Eugene F. Rasrnussen. Public Utility Economics and Finance. Prentice-Hall. Englewood Cliffs, 
NJ. 1982. 98-99. 
30 Myers. Pp 58 - 97. 
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VI. CONCLUSTION 

Q. 
A. 

Q. 
A. 

Please summarize Staffs recommendations. 

Staff recommends the Commission adopt a 9.0 percent ROE, a 4.77 percent cost of debt, 

and a 6.5 percent rate of return. Staff recommends the Commission give little weight to 

the rebuttal testimonies of Company witnesses Dr. Thomas Zepp and David Stephenson, 

and intervenor Walter Meek. 

Does this conclude Staffs surrebuttal testimony? 

Yes. 
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Response provided b!’: 

Title: Director of Rates & Plaimino, 

Company Response Smber:  S-3 
. F  * -* 

a) Description of loan or bond issuance. 
b) The interest rate. 
c) The issue date. 
d) The maturity date. 
e) T i e  original amolznr issued. 
f) The p h i p a l  zrnouzt octsrmdinp. 
g) Issumce cosr (not expensed). 
h) Redemption expenses. 

I ,  
* -. .. . . 
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Title: ‘4s si smr, t 9 r essur er 

JZJ 1.2 ?lezisse provi& a conplere scheac!e of existing debt for 2?~!l-cznr 
to include dhte 03 advance, amount, interest rare, maturiry, required 
repayment te&s, and lender. 

Response: Plezse see artzchment JHJ 1.2 on the enclosed disk. 
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EXECUTIVE SUMMARY 

DOCKET NOS. WS-01303A-02-0867, et aL 
ARIZONA-AMERICAN WATER COMPANY 

(1) Staff accepts the following Reproduction Cost New (“RCN”) values for the various 
Arizona-American districts: 

District 

Sun City Water 
Sun City Wastewater 
Sun City West Water 
Sun City West Wastewater 
Agua Fria 
Anthem Water 
Anthem Wastewater 
Tubac Water 
Mohave Water 
Havasu Water 

RCN Value (dollars) 
(land & intangibles not trended) 

8 1,526,33 1 
41,107,539 
40,335,226 
54,552,306 
58,598,675 
42,78 8,20 1 
24,000,160 

3,099,558 
31,855,608 
2,742,969 

(2) The results of the Company’s Cost of Service Studies (Schedules G-1 to G-7) for the 
water districts as presented in the Rebuttal Testimony of Mi. Ronald L. Kozoman 
could be considered and used as a guide for rate design in this proceeding. 

i 
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INTRODUCTION 

Q* 
A. 

Q* 

A. 

Q. 

A. 

Please identify the purpose and sponsorship of this testimony? 

The purpose is to present a surrebuttal response on behalf of members of the Engineering 

Staff of the Utilities Division of the Arizona Corporation Commission to the rebuttal 

testimony provided by various Arizona-American Water Company (herein “Arizona- 

American” or “Company”) witnesses. 

Did you consult with the other Staff Engineers in preparation of your surrebuttal 

testimony? 

Yes. I developed my testimony after consulting with John A. Chelus, Dorothy M. Hains 

and Lyndon R. Hammon, all of whom filed direct testimony in this rate proceeding on 

September 5, 2003. John A. Chelus had filed direct testimony regarding the Sun City 

West water and wastewater districts. Dorothy M. Hains filed direct testimony regarding 

the Sun City water and wastewater districts. Lyndon R. Hammon had filed direct 

testimony regarding the Agua Fria water as well as Anthem water and wastewater 

districts. I had filed direct testimony regarding the Tubac, Havasu, and Mohave water 

districts. 

Does this Surrebuttal Testimony accurately reflect the views and recommendations 

of all the Staff Engineers in this rate proceeding? 

Yes it does. The testimony presented here attests to the view of all Staff Engineers 

involved in this rate proceeding. The figures presented here are the results of each Staff 

Engineer’s findings concerning the water and wastewater districts listed above. 
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Q. 
A. 

What is the scope of this surrebuttal testimony? 

This surrebuttal testimony will focus on the Reproduction Cost New (“RCN”) Analysis, 

Cost of Service Studies, and other incidental additions, clarifications, or corrections to the 

individual direct testimony of the Engineering Staff. Engineering Staff did not attempt to 

address every issue raised by the Arizona-American, and silence by the Engineering Staff 

on any issue or recommendation made by Arizona-American should not be taken as the 

Engineering Staffs acceptance of such issue or recommendation. 

REPRODUCTION COST NEW ANALYSIS 

Q. 

A. 

Could you please summarize the problems found with the Company’s Reproduction 

Cost New Analysis (“RCN Study”) discussed in each Staff Engineer’s Direct 

Testimonies. 

Yes. All of the Staff Engineer’s identified several problems in the RCN Studies done by 

the Company for each of the water and wastewater districts. These problems included the 

following: 

1. The fact that the Az-Am RCN were not “valuation studies” but were merely “asset 

listings.” 

The fact that some plant items had incomplete descriptions and quantities. 

The fact that the Handy-Whitman factors were not used properly. 

The fact that all plant items were trended using the Handy-Whitman Indexes. 

The fact that items such as Organization, Franchises and Land costs were trended 

when they should not have been. 

The fact that &-Am added corporate labor and overhead to the asset items in an 

unorganized fashion. 

The fact that contributed plant was not identified and removed fiom rate base. 

2. 

3. 

4. 

5 .  

6. 

7. 
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Due to the fact that many of these problems existed for all of the water and wastewater 

districts, Staff believed that the RCN values in the Company’s direct testimony should not 

be accepted for any of the water and wastewater districts. 

Q- 

A. 

Q. 

A. 

Q. 

A. 

Did you and the other Staff Engineers review the Company’s Rebuttal Testimony 

concerning RCN? 

Yes. All of us reviewed the rebuttal testimonies of Thomas Bourassa and William M. 

Stout. These were the Company witnesses that discussed the RCN Study. 

Did the Company address the identified problems to Engineering Staffs 

satisfaction? 

Yes, the Company has addressed the identified problems to the satisfaction of Engineering 

Staff. Engineering Staff now believes that the adjustments perfonned by the Company in 

its rebuttal testimony make the RCN Study a true “valuation study.” The Company’s 

RCN values reflect the proper use of specific cost indices and proper use of the Handy- 

Whitman index and removed unidentified items and items not used and useful. In 

addition, items such as Organization, Franchises and Land costs were not trended in the 

Company’s RCN values, but were accepted at original costs. In short, the major problems 

in the RCN values presented by the Company in its direct testimonies have been corrected 

in its rebuttal testimony. 

Mr. Stout, in his rebuttal testimony at page 6, starting on line 8, discusses “Staffs 

RCN studies.’’ Did Staff develop an RCN Study for this case? 

No. What Mr. Stout is referring to is a series of figures developed by Engineering Staff 

when analyzing the Company’s original RCN values in its direct testimony. These figures 

sought to serve as a basis for evaluating the impact of correcting some of the major 
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deficiencies in the Company’s analysis. However, these figures were not an “RCN study” 

as described by Mr. Stout because the figures still contained a number of the short- 

comings and were much more of an asset listing than a true RCN study. The Company 

did use Engineering Staffs figures as the basis for developing the RCN Study presented in 

its rebuttal testimonies. 

Q. 

A. 

Does the Engineering Staff now accept the revised RCN Study presented in Arizona- 

American’s Rebuttal Testimony? 

Yes, the Company has addressed the problems delineated above to the satisfaction of 

Engineering Staff. Engineering Staff accepts those RCN values presented in Bourassa 

Rebuttal Exhibit 9. These RCN values are: 

RCN Value ($) 

District (Land and IntangJbles not trended) 

Sun City Water 81,526,331 

Sun City Wastewater 4 1,107,539 

Sun City West Water 40,33 5,226 

Sun City West Wastewater 54,552,306 

Agua Fria Water 58,598,675 

Anthem Water 42,788,201 

Anthem Wastewater 24,000,160 

Tubac Water 3,099,558 

Mohave Water 3 1,855,608 

Havasu Water 2,742,969 

TOTAL: 380,606,574 
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As stated above, the problems identified by Engineering Staff in the Company’s RCN 

Study in its Direct Testimony are absent in these values. Given that any RCN study is 

going to have limits as to how precisely the RCN values can be derived, the RCN Study 

provided by the Company in its Rebuttal Testimony is acceptable to Engineering Staff. 

Q- 

A. 

Does the Engineering Staff recommend the use of this RCN Study for the purpose of 

setting fair values in this rate case? 

The acceptance of any values for the Reproduction New Cost study does not constitute an 

endorsement of any particular use for those values in setting the fair value rate base or for 

the determination of any revenue requirement. In the past, any particular use of RCN 

values has not been an Engineering function and the decision of how to use RCN values is 

made by the revenue requirement witness. 

In addition, Engineering Staff does not endorse the Company’s present RCN study as the 

sole and best methodology in future rate cases. 

COST OF SERVICE STUDIES 

Q. Did Arizona-American prepare and present Cost of Service Studies (“COSS”) in its 

Rebuttal Testimony? 

Yes, the Company submitted COSS for all the water districts and none for the wastewater 

districts. 

A. 

Q. 

A. 

Could you please explain what a COSS is? 

In simple terms, a COSS is a determination of cost-causer by customer class; i.e., how 

much it costs a utility to provide its service to each customer class. The reason for 
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determining the costs incurred by a utility to serve each customer class is to assist in 

allocating the revenue requirement for each customer class. 

For each utility, there are several generally accepted methods of conducting a COSS. 

There is no one “correct” COSS method, but rather a range of reasonable alternatives. 

This is not to suggest that COSS are arbitrary; some allocations are clearly more 

reasonable than others. This is the reason a COSS should be used only as a general guide 

and as one of several considerations in designing rates. 

Q. 
A. 

Q. 
A. 

Did you review these COSS? 

Yes. I was able to perform a cursory review of the Company’s COSS. However, I was 

not able to conduct as thorough a review of the COSS as I would have liked or as would 

be required to fully indorse the COSS as proper due to lack of time. 

Was developing rate design part of your review assignment? 

No. Rate design should not be confused with COSS. A COSS is the allocation of costs to 

each customer class. Rate design is basically the allocation of revenues to each customer 

class. The COSS is only one of many factors that are considered when determining the 

appropriate allocation of revenues. Once the revenue allocation is completed, then 

specific rates are designed to collect those revenues. 

Although the Company submitted a rate design in Schedules G-8 and G-9 for each water 

district, I did not review that portion of the COSS. Staffs rate design witness is Mr. 

Dennis Rogers. 
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Q* 
A. 

Q. 
A. 

Q. 
A. 

Please describe the process you used in reviewing these COSS. 

Since the Company used S t S s  proposed plant values, expenses, and rates of return fiom 

Staffs direct testimony, my review process was in three steps. First, I verified that the 

rate base and expense numbers used in the COSS matched those in Staffs direct 

testimony. Second, I reviewed the cost allocations used by the Company to determine 

whether these amounts were appropriate. Finally, I conducted a quick review of the 

COSS itself to gain an understanding of how the Company had set up this study and how 

it worked. 

Did you have sufficient time to conduct a thorough review f these COSS? 

No. My review process mainly consisted of verification of the use of Staffs numbers and 

appropriateness of the cost allocations. A full review would consist of a complete 

understanding of exactly how the COSS was set up and how it worked. 

Based on your quick review, what are your conclusions with regard to these COSS? 

The Company used plant values, expenses, and rates of return from Staffs direct 

testimony. In some cases, the Company recomputed revenues that showed slight 

differences by using Staffs bill count revenues. The cost allocations used by the 

Company appear to be appropriate. For these reasons, the Company's conclusions in the 

COSS as presented in the Rebuttal Testimony of Mr. Ronald L. Kozoman, could be 

considered and used as a guide for rate design in this proceeding but again as simply one 

element that could be considered in addressing rate design issues. In short, while I was 

not able to verify as proper every single function of the COSS, based on my cursory 

review, the COSS appears appropriate. 
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Q. 

A. Yes it does. 

Does this conclude the surrebuttal testimony of the Engineering Staff? 
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ARIZONA-AMERICAN WATER COMPANY, INC. - SUN CITY WASTEWATER 
Docket No. WS-01303A-02-0867 et at. 
Test Year Ended December 31,2001 

SURREBUTTAL REVENUE REQUIREMENT 

LINE 
- NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

DESCRIPTION 

Adjusted Rate Base 

Adjusted Operating Income/(Loss) 

Current Rate of Return (L2 / L1) 

Required Rate of Return 

Required Operating Income (L4 x L1) 

Operating Income Deficiency/(Excess) (L5 - L2) 

Gross Revenue Conversion Factor 

Required Revenue Increase/(Decrease) (L7 x L6) 

Adjusted Test Year Revenue 

Proposed Annual Revenue (L8 + L9) 

Required IncreaselDecrease in Revenue (%) 

Rate of Return on Common Equity (%) 

References: 

PI 
STAFF 
RCND 
VALUE 

$ 17,199,992 

$ 1,081,472 

6.29% 

3.3% 

$ 562,884 

$ (518,587) 

1.62863 

$ (844,589) 

$ 5,088,340 

$ 4,243,751 

-1 6.60% 

9.0% 

I 

Schedule DWC-1 

PI tC1 
STAFF STAFF 

COST VALUE 

$ 8,713,382 $ 12,956,687 

$ 1,081,472 $ 1,081,472 

12.41% 8.35% 

6.5% 4.3% 

$ 562,884 $ 562,884 

$ (518,587) $ (518,587) 

ORlG I NAL FA1 R 

I .62863 1.62863 

$ (844,589) $ (844,589) 

$ 5,088,340 $ 5,088,340 

$ 4,243,751 $ 4,243,751 

-1 6.60% -1 6.60% 

9.0% 9.0% 

Columns [A], [B], & [C]: Staff Surrebuttal Schedules All-I, DWC-2, DWC-3, & JMR-S8 
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ARIZONA-AMERICAN WATER COMPANY, INC -SUN G I N  WASTEWATER 
Docket NO. WS-01303A-02-0867 et ai. 
Test Year Ended December 31,2001 

SURREBUTTAL GROSS REVENUE CONVERSION FACTOR 

LINE 
NO - 

1 
2 
3 
4 
5 
6 

7 
8 
9 
10 
11 

12 
13 
14 
15 
16 
17 

18 
19 
20 

21 
22 
23 

24 
25 
26 
27 
28 

29 

30 
31 
32 
33 
34 
35 
36 
37 
38 
39 

40 

41 
42 
43 

[AI 
DESCRIPTION 

Calculation of Gross Revenue Conversion Factor 
Billings 
Uncollecible Factor (Line 11) 
Revenues (L1 - L2) 
Combined Federal and State Tax Rate (Line 17) 
Subtotal (L3 - L4) 
Revenue Conversion Factor (L1 I L5) 

Calculation of Uncollecffib/e Factor 
Unity 
Combined Federal and State Tax Rate (Line 17) 
One Minus Combined Income Tax Rate (L7 - L8 ) 
Uncollectible Rate 
Uncollectible Factor (L9 x L10 ) 

Calculation of Effective Tax Rate 
Operating Income Before Taxes (Anzona Taxable Income) 
Anzona State Income Tax Rate 
Federal Taxable Income (L12 - L13) 
Applicable Federal Income Tax Rate (Line 40) 
Effective Federal Income Tax Rate (L14 x L15) 
Combined Federal and State Income Tax Rate (L13 + L16) 

100.0000% 
0.0000% 

100.0000% 
38.5989% 
61.401 1% 
1.628635 

100.0000% 
38.5989% 
61.401 1 % 
0.0000% 
0.0000% 

Schedule DWC-2 

$ 562,884 
$ 1,081,472 

Required Operating Income (Schedule DWC-1, Col [B]. Line 5) 
Adjusted Test Year Operating Income (Loss) (Sch All-1, Col IC]. Line 28) 
Required Increase in Operating Income (L18 - L19) $ (518,587) 

Income Taxes on Recommended Revenue (Col [D], L39) $ 196,643 
Income Taxes on Test Year Revenue (Col [E], L39) $ 522,645 
Required Increase in Revenue to Provide for Income Taxes (L21 - L22) 

Recommended Revenue Requirement (Schedule DWC-1, Col [e], Line 10) 
Uncollectible Rate (Line IO) 
Uncollectible Expense on Recommended Revenue (L24 x L25) 
Adjusted Test Year Uncollectible Expense 
Required Increase in Revenue to Provide for Uncollectible Exp (L26 - L27) 

$ (326,002) 

$ 4,243,751 

$ 
$ 

0 0000% 

$ 

$ (844,589) Total Required Increase in Revenue (L20 + L23 + L28) 

1 STAFF .- TestYear Recommended Calculation of lncorne Tax 
Revenue (Schedule All-1, Col [C]. Line 5 & Sch DWC-1, Col (B], Line IO) $ 5.088.340 $ 4,243,751 
Operating Expenses Excluding Income Taxes $ 3,484,223 $ 3,484,223 
Synchronized Interest (L43) $ 250,074 $ 250,074 
Arizona Taxable Income (L30 - L31 - L32) $ 1,354,043 $ 509,454 
Arizona State Income Tax Rate 6 9680% 6 9680% 

Arizona Income Tax (L33 x L34) 
Federal Taxable Income (L33 - L35) 
Federal Income Tax Rate 
Federal Income Tax (L36 x L37) 
Combined Federal and State Income Tax (L35 + L38) 

Applicable Federal Income Tax Rate (Col ID], L38 - Col [El, L38) I (Col [C], L36 - Col (A], L36) 

$ 94,350 $ 35,499 
$ 1,259,693 $ 473,955 

34 0000% 34 0000% 
$ 428,296 $ 161,145 
$ 522.645 $ 196,643 

34 0000% 

Calculation of lnterest Svnchronization 
Rate Base (Schedule DWC-3, Col [C], Line 17) 
Weighted Average Cost of Debt 
Synchronized Interest (L41 x L42) 

$ 8,713.382 
2.87% 

$ 250,074 
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ARIZONA-AMERICAN WATER COMPANY, INC. - SUN CITY WASTEWATER 
Docket No. WS-O1303A-02-0867 et al. 
Test Year Ended December 31,2001 

Schedule DWC-3 

SURREBUTTAL RATE BASE - ORIGINAL COST 

[BI VI 
STAFF 

STAFF AS 
ADJUSTMENTS ADJ ADJUSTED 

[AI 
COMPANY 

AS 
FILED 

LINE 
- NO. 

1 Plant in Service 
2 Less: Accumulated Depreciation 
3 Net Plant in Service 

$ 19,962,780 $ (69,319) A $ 19,893,461 
(5.604) B 7.183.935 7,189,539 

$ 12,773,241 
, .  

$ ($3:715j $ 12,709,526 

LESS: 

4 Contributions in Aid of Construction (CIAC) $ $ $ 

1 , I  87,139 
5 Less: Accumulated Amortization 
6 Net CIAC 1 , I  87,139 

3,309,005 7 Advances in Aid of Construction (AIAC) 3,309,005 

8 Customer Deposits ~ 

9 Meter Advances 

10 Deferred income Tax Credits 

11 Cash Working Capital 

I 
I 
1 
I 
I 
,I 

12 Prepayments 

13 Supplies Inventory 

14 Projected Capital Expenditures 

15 Deferred Debits 

16 Tolleson Trickling Filter 

16 Citizens Acquisition Adjustment 

17 Original Cost Rate Base 

500,000 500,000 

5,264,640 (5,264,640) C 

$ 14,041,737 $ (5,328,355) $ 8,713,382 

Adi us t m en t s : 
A. Per plant adjustments on Surrebuttal Schedule DWC-4 
B. Per accumulated depreciation adjustments on Surrebuttal Schedule DWC-4 
C. Per acquisition adjustment on Surrebuttal Schedule DWC-4 

References: 
Column [A]: Company Schedule 9-1 
Column [B]: Staff Surrebuttal Schedule DWC-4 
Column [C]: Column [A] + Column [B] 



ARIZONA-AMERICAN WATER COMPANY. INC -SUN CITY WASTEWATER I Docket No WS01303A-02-0867 el  at 
Schedule DWCd 

Test Year Ended December 31 2001 

SURREBUTTAL SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS 

LINE ACCT _ _  NO NO DESCRIPTION 

I 
I 
I 

I 
I 
I 
I 
I 
I 

PLANT IN SERVICE: 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
20 
13 
14 
15 
16 
17 
18 
19 
20 

21 
22 
23 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 
53 
54 

lntanqlble 
301 00 Organization 
302 00 Franchises 
303 00 MmellanmLs Iniang bies 

Sboroiai lntangio e 

Treatment ana DNscnarse 
310 00 Lano b Lana R gnts 
31 1 00 Stncares 8 mprovements 
312 00 Pmmnary Treatment 
313 00 Pnmary Treatmenl Eauipmenl 
314 00 Secondary Treatment Equipment 
315 00 Ternary Eqbiprnent 
316 00 DsfecLon Equtpment 
317 00 Effluent Lih Staiion E 
318 00 0uda.l Line 
319 00 Sluoge. Treatment 8 Dmsmouoon 
321 00 Influem L tl Staion 
322 00 General Treatment Equlpment 

Subtotal Treatment 8 Discharge 

Collecbon and Influent 
340 00 Lana 8 Lano Rsgnts 
341 W Sbunures 8 Improvements 
342 00 Collectlon System Lifl 
343 00 Codecbon Mains 
3d4 00 Force Mams 
345 00 Discnarge Sewces 
348 00 Manholes 

Subtotal Collecwn ana Influent 

General 
389.00 Land 8 Land Rights 
390 00 Structures 8 Improvements 
391 00 Office Furniture and Equipment 
391 10 Computer Equipment 
392 W Transportatton Equipment 
393 00 Stores Equipment 
394 00 Tools. Shop, & Garage Equipment 
395 00 Laboratory Equlpment 

397 00 Communlcabon Equipment 
398 00 Miscellaneous Equipment 

396 00 POW3 operated EqUlQRWnt 

Subtotal General 
55 
56 Add 
57 

58 Less 
59 Youngtown Plant 
60 AFUDC Adjustment 3/95" 
61 Total Plant in Service 
62 Less Accumulated Depreciation 
63 Net Plant in Service (L59 - L 60) 
64 
65 a 
66 Cantnbutlons tn Aid of Conswcbon (CIAC) 
67 Less Accumulated Amomzation 
68 Net CIAC (L25 - U6) 
69 Advances in Aid of Consmclion (AIAC) 
70 Customer Deposits 
71 Meter Advances 
72 Deferred Income Tax Credits 
73 
74 A B  
75 Cash Working Capital Allowance 
76 Prepayments 
77 Supplies Inventory 
78 Projected Capital Expenditures 
79 Deferred Debits 
80 Tolleson Trickling FlWer 
81 Citizens Acquisition Adjustment 
82 Ongmal Cost Rate Base 

[AI 
COMPANY 

$ 122,373 
6,132 

10.495 
139,000 

6,565 
42.195 

453 

2.575 

1,503 
291 

4.778 
18.743 
77.103 

350.713 
1,229,723 

12.384.079 
1.300.266 
2,307,454 

17372.235 

1,108 
760.473 
388.328 
425,624 
408,123 

5.523 
93.334 
29.565 
27.321 

160.926 
62.919 

2,364,244 

(96.727) 
(93.075) 

$ 19.962.780 
7.189.539 

$ 12,773,241 
~ 

$ 

1.187.139 
3.309.005 

500.000 
5,264,640 

$ 14,041,737 

PI [CI [Dl [El 19 [GI [HI [I1 
STAFF Plant-not used Plant-unidentified Plant Mis-Posted Plant Prev Dec Post-TY PI AFUDC Ad) Acquisition Adj 

AoJ#1 - ADJ W ADJW A N  AOJ#7 ADJUSTED 

Leave Blank Leave Blank 

$ - $ - . $  - $ - % -  5 -  $ ~ $ 122,373 
6.132 
9 627 

138.1 32 
~ - -  (866) 

(868) - - ~  

11.337 
6,565 

53.532 
453 

2.575 

1.503 
291 

468 
18.743 
84.130 

350.713 
129.723 

12.384.079 
1.300.266 
2.307.454 

(134.421) 

(14.679) 
(134.421) (14.679) 

(23238) 

1,108 
760.473 
365.090 
291203 
408.123 

6.523 
93.334 
29.565 

3,785 
27.321 

164.711 
48,240 

2.195.691 

(96.727) 
93.075 

- J 19,893.461 
9 255 14 679 18 330 7,183.935 

- $ 12709526 

--- 
~ $ - J (12,426) J 93.075 $ 

- $ - $ (124261 $ 74745 16 

~- 
$ (134.421) $ (15.547) f 

$ (125166) $ (868) $ 
--- ~- 

$ - % - $  . $  - $ -  1 5 -  $ - $  

1.187.139 
3.309.005 

~- ___-- 

1 - .  
- *  

S (125.166) 

500 000 

5 (866) 5 $ - $ (12426) $ 74745 S (5264640) $ 8713382 - 
(5 264 640) 

-__I- 

ADJtl References 
1 Plant - not used &useful Per Staff Engineenng Reports 
2 Plant - unidentified Per Staff Engineenng Reports 
3 Plant - mis-posted 
4 
5 Post-Test Year Plant 
6 Remove AFUDC Ad) 3/95 
7 Remove Acquisition Adiustment Per Carlson Dired Testimony 

Per Company Response to Staff Data Request BKB 26-3 
Per Decision No 60172 
Per Company Response to Staff Data Request DWC 12-2 
Per Company Response to Staff Data Request DWC 6-10 Amended 

Plant - removed by prewous decision 
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ARIZONA-AMERICAN WATER COMPANY, INC - SUN CITY WASTEWATER 
Docket No WS-01303A-02-0867 et al 
Test Year Ended December 31,2001 

SURREBUTTAL OPERATING INCOME STATEMENT -TEST YEAR AND STAFF PROPOSED 

[Cl 
STAFF 

COMPANY STAFF TEST YEAR 
LINE TEST YEAR TEST YEAR AS 
- NO DESCRIPTION AS FILED ADJUSTMENTS ADJUSTED 

1 REVENUES: 
2 Flat Rate Revenues $ 5,085,481 $ $ 5,085,481 
3 Measured Revenues $ $ $ 
4 Other Wastewater Revenues $ 2,859 $ $ 2,859 
5 Total Operating Revenues $ 5,088,340 $ $ 5,088.340 
6 
7 OPERATING EXPENSES: 

Salaries & Waaes $ 160,653 $ 172.045 $ 332,698 8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 

Purchased Wastewater Treatment 
Purchased Power 
Fuel for Power Production 
Chemicals 
Materials and Supplies 
Repairs & Maintenance 
Office Supplies & Expense 
Outside Services 
Service Company Charges 
Water Testing 
Rents 
Transportation Expense 
Insurance - General Liability 
Insurance -Health and Life 
Regulatory Comm. Exp. - Rate Case 
Miscellaneous Operating Expense 
Depreciation Expense 
Taxes Other Than Income 
Property Taxes 
income Tax 
Tolleson Wastewater User Fees 

992,447 
1,509 

204,642 
3,123 

522,586 

21,265 

36,400 

33,583 
145,130 
5 14,852 

7,754 
193,701 
257,188 
818,091 

Total Operating Expenses $ 3,912,924 
Operating Income (Loss) $ 1,175,416 

References: 
Column [A]: Company Schedule C-I 
Column [E]: Surrebuttal Schedule All-2 
Column IC]: Column [A] + Column [B] 
Column [D]: Surrebuttal Schedules DWC-1 and DWC-2 
Column [E]. Column [C] + Column [D] 

$ 
$ 123 
$ 
$ 
$ 2,885 
$ 
$ (204,642) 
$ 28,996 
$ (522,586) 
$ 
$ 
$ 
$ 14,457 
$ 
$ 
$ 347,318 
$ (8,847) 
$ 17,118 
$ (18.380) 
$ 265,457 
$ 

$ 93,944 
$ (93,944) 

$ 992,447 
$ 1,632 
$ 
$ 
$ 2,885 
$ 
$ 
$ 32.119 
$ 
$ 
$ 21,265 
$ 
$ 50,857 
$ 
$ 33,583 
$ 492,448 
$ 506,005 
$ 24,872 
$ 175,321 
$ 522,645 
$ 818,091 

$ 4,006,868 
$ 1,081,472 

Schedule All- I  

[Dl [El 

STAFF 
PROPOSED STAFF 
CHANGES RECOMMENDED 

$ (844,589) ~ $ 4,240,892 
$ 
$ 2,859 

$ 
$ 
$ (844,589) , $ 4,243,751 

$ 332,698 
$ 992,447 
$ 1,632 
$ 
$ 
$ 2,885 
$ 
$ 
$ 32.1 I 9  
$ 
$ 
$ 21,265 
$ 
$ 50,857 
$ 
$ 33,583 
$ 492,448 
$ 506,005 
$ 24,872 
$ 175,321 
$ 196,643 
$ 818,091 

$ (326,002) $ 3,680,867 
$ (518,587) $ 562,884 
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ARIZONA-AMERICAN WATER COMPANY, INC. - MOHAVE WATER 
Docket No. WS-O1303A-02-0867 et al. 
Test Year Ended December 31,2001 

SURREBUTTAL REVENUE REQUIREMENT 

LINE 
- NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

DESCRIPTION 

Adjusted Rate Base 

Adjusted Operating Income/(Loss) 

Current Rate of Return (L2 / L1) 

Required Rate of Return 

Required Operating Income (L4 x L1) 

Operating Income Deficiency/(Excess) (L5 - L2) 

Gross Revenue Conversion Factor 

Required Revenue Increase/(Decrease) (L7 x L6) 

Adjusted Test Year Revenue 

Proposed Annual Revenue (L8 + L9) 

Required Increase/Decrease in Revenue (%) 

Rate of Return on Common Equity (%) 

[AI 
STAFF 
RCND 
VALUE 

$ 13,216,710 

$ 1,058,072 

8.01% 

4.7% 

$ 618,688 

$ (439,383) 

1.62863 

$ (715,595) 

$ 4,394,775 

$ 3,679,180 

-1 6.28% 

References: 

Columns [A], [B], & [C]: Staff Schedules All-I, DWC-2, DWC-3, & JMR-S8 
d 

9.0% 

Schedule DWC-1 

PI [CI 
STAFF STAFF 

COST VALUE 
ORIGINAL FAIR 

9,577,221 $ i 11,396,966 

1,058,072 $ 

11.05% 

6.5% 

~ 8 , 6 8 8  $ 

(439,383) $ 

1.62863 

(715,595) $ 

4,394,775 $ 

3,679,180 $ 

-1 6.28% 

9.0% 

, 1,058,072 

9.28% 

5.4% 

618,688 

(439,383) 

1.62863 

(71 5,595) 

4,394,775 

3,679,180 

-1 6.28% 

9.0% 
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ARIZONA-AMERICAN WATER COMPANY, INC. - MOHAVE WATER 
Docket No. WS-01303A-02-0867 et al. 
Test Year Ended December 31,2001 

SURREBUTTAL GROSS REVENUE CONVERSION FACTOR 

LINE 
m 

1 
2 
3 
4 
5 
6 

7 
8 
9 
10 
11 

12 
13 
14 
15 
16 
I 7  

18 
19 
20 

21 
22 
23 

24 
25 
26 
27 
28 

29 

30 
31 
32 
33 
34 
35 
36 
37 
38 
39 

40 

41 
42 
43 

DESCRIPTION 

Calculatron of Gross Revenue Convemon Factor 
Billings 
Uncollecible Factor (Line 11) 
Revenues (L1 - L2) 
Combined Federal and State Tax Rate (Line 17) 
Subtotal (L3 - L4) 
Revenue Conversion Factor (L1 / L5) 

Calculatron of Uncollecttrble Factor 
Unity 
Combtned Federal and State Tax Rate (Line 17) 
One Minus Combined Income Tax Rate (L7 - L8 ) 
Uncollechble Rate 
Uncollectible Factor (L9 x L10 ) 

Calculatron of Effectwe Tax Rate 
Operating Income Before Taxes (Anzona Taxable Income) 
Anzona State Income Tax Rate 
Federal Taxable Income (LIZ - L13) 
Applicable Federal Income Tax Rate (Line 40) 
Effective Federal Income Tax Rate (L14 x L15) 
Combined Federal and State Income Tax Rate (L13 + L16) 

[AI 

100.0000% 
0.0000% 

100.0000% 
38.5989% 
61.401 1% 
1.628635 

100.0000% 
0.0000% 

100.0000% 
38.5989% 
61 401I0A - , . . - . . , - 
1.628635 

100.0000% 
38.5989% 
61 4011% 
0.0000% 
0.0000% 

100.0000% 
6.9680% 

93.0320% 
34.0000% 
31 6309% 
38.5989% 

Schedule DWCZ 

Required Operating Income (Schedule DWC-1 .Col [E], Line 5) 
Adjusted Test Year Operating Income (Loss) (Sch. All-1, Col [C], Line 28) 
Required Increase in Operating Income (L18 - L19) $ (439,383) 

Income Taxes on Recornmended Revenue (Col [D], L39) $ 216,139 
Income Taxes on Test Year Revenue (Col [B], L39) $ 492,351 
Required Increase in Revenue to Provide for Income Taxes (L21 - L22) 

Recommended Revenue Requirement (Schedule DWC-1, Col [B], Line 10) 

$ 618,688 
$ 1,058,072 

$ (276,212) 

$ 

$ 
$ 

3,679,180 
0 0000% Uncollectible Rate (Line IO) 

Uncollectible Expense on Recommended Revenue (L24 x L25) 
Adjusted Test Year Uncollectible Expense 
Required Increase in Revenue to Provide for Uncollectible Exp (L26 - L27) $ 

Total Required Increase in Revenue (L20 + L23 + L28) 

Calculation of Income Tax 
Revenue (Schedule All-I, Col [C], Line 5 & Sch DWC-1. Col [B], Line IO) 
Operating Expenses Excluding Income Taxes 
Synchronized Interest (L43) 
Arizona Taxable Income (L30 - L31 - L32) 
Arizona State Income Tax Rate 
Arizona Income Tax (L33 x L34) 
Federal Taxable Income (L33 - L35) 
Federal Income Tax Rate 
Federal Income Tax (L36 x L37) 
Combined Federal and State Income Tax (L35 + L38) 

$ (715,595) 

/ STAFF 
-* TestYear Recommended 
$ 4,394,775 $ 3,679.180 
$ 2,844,352 $ - $ 2,844.352 
$ 274,866 $ 274,866 
$ 2,275,557 $ 559,962 

6 9680% 6 9680% 
$ 88,881 $ 39,018 

$ 1,186,676 $ 520,943 
34 0000% 34 0000% 

$ 403,470 $ 177,121 
$ 492,351 $ 216,139 

Applicable Federal Income Tax Rate(Co1 [D], L38 - Col [E]. L38) I (Col [C], L36 - Col [A], L36) 

Calculation of lnterest Svnchronizat/on 
Rate Base (Schedule DWC-3. Col [C], Line 17) 
Weighted Average Cost of Debt 
Synchronized Interest (L41 x L42) 

$ 9,577,221 
2.87% 

$ 274,866 

34.0000% 
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Schedule DWC-3 ARIZONA-AMERICAN WATER COMPANY, INC. - MOHAVE WATER 
Docket No. WS-01303A-02-0867 et at 
Test Year Ended December 31.2001 

SURREBUTTAL RATE BASE -ORIGINAL COST 

[BI VI 
STAFF 

STAFF AS 
ADJUSTMENTS ADJ ADJUSTED 

[AI 
COMPANY 

AS 
FILED 

LINE 
NO. 

1 Plant in Service 
2 Less: Accumulated Depreciation 
3 Net Plant in Service 

$ 23,833,079 $ (100,878) A $ 23,732,201 
(93,363) B 7,759,282 

$ (731 5) $ 15,972,919 
7,852,645 

!$ 15.980.434 

LESS: 

4 
5 Less: Accumulated Amortization 
6 Net ClAC 

Contributions in Aid of Construction (CI $ $ $ 

2,825,809 

C 

2,825,809 

7 

8 Customer Deposits 

Advances in Aid of Construction (AIAC) 3,462,178 3,462,178 

107,711 107,711 9 Meter Advances 

10 Deferred Income Tax Credits 

ADD: 

I I Cash Working Capital 

12 Prepayments 

13 Supplies Inventory 

14 Projected Capital Expenditures 

15 Deferred Debits 

16 Citizens Acquisition Adjustment 

17 Original Cost Rate Base 

6,121,931 (6,121,931) C 

$ (6,129,446) $ 9,577,221 $ 15,706,667 

Adiustments: 
A. Per plant adjustments on Surrebuttal Schedule DWC-4 
B. Per accumulated depreciation adjustments on Surrebuttal Schedule DWC-4 
C. Per acquisition adjustment on Surrebuttal Schedule DWC-4 

References: 
Column [A]: Company Schedule B-1 
Column [B]: Staff Surrebuttal Schedule DWC-4 
Column [C]: Column [A] + Column [B] 



E RIZONA-AMERICAN WATER COMPANY, INC - MOHAVE WATER 
Dockel NO WS-01303A-02-0867 el ai 
TeSt Year Ended December 31,2001 

URREBUTTAL SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS 

[AI 
LINE ACCT COMPANY 

DESCRIPTION 

P 
m &  

PLANT IN SERVICE: 
lntanqlble I: 2 301 00 Organization 

302 00 Franchises 
4 
5 1; 
10 
1i 

16 
17 

23 

29 -. I i 33 

34 
35 ( i  
40 
41 

If 
47 
48 1; 
53 
54 

303.00 Miscellaneous Intangibles 
Subtotal Intangible 

SOUrCe Of SUODlY 
310.00 Land 8 Land Rights 
31 1.00 Structures a Improvements 
312.00 Collecting a Impounding Reservoirs 
313.00 Lakes, Riven. Other Intakes 
314.00 Wells and Springs 

Subtotal Source of Supply 

Pumolnq 
320 00 Land 8 Land Rights 
321.00 Structures a lmprovements 
323 00 Other Power Production 
325 00 Electnc Pumpwg Equbpment 
326 00 Dieset Pumpmg Equipment 
320 10 Gas Engine Pumping Equipment 

Subtotal Pumping 

Water Treatment 
330 00 Land &Land Rlghts 
331 00 structures a ~mpmvements 
332 00 Water Treatment Equipment 

Subtotal Water Treatment 

Transmission & Distnbution 
340.00 Land B Land Rights 

Transmission & Distnbution 
340 00 Land B Land Rlghts 
341 00 Strudlres 8 lmpmuemenb 
342 00 Dislnbutcon Reservoin 8 StandDiDeS 
341 00 Strudlres 8 lmpmuemenb 
342 00 Dislnbutcon Reservoin 8 StandDiDeS 
343 00 Transmission a DlStnbUhon 
344 00 Fire Mains 
345 00 SerVlCes 
346 00 Meters 
348 00 Hydrants 
349 00 Other Transmission & Distnbuhon 

Subtotal Transmission & Distnbu 

General - Allocated Common Plant 
389 00 Land a Land Rlghts 
390 00 Structures 8 Improvements 
391 00 Offce Fumbhre and Equtpment 
391 10 Computer Equipment 
392 00 Transportahon Equipment 
393 00 Stores Equipment 
394 00 Tools. Shop, &Garage Equipment 
395 00 Laboratory Equipment 
396 00 Power Operated Equipment 
397 00 Communicahon Equipment 
398 00 Miscellaneous Equipment 

Subtotal General 

59 

61 Total Plant in Service 
62 Less Accumulated Depreciation 
63 Net Plant m Sewice (L59 - L 60) I :r 65 

66 Contnbutions in Aid of Construction (CIAC) 
67 Less Accumulated Amortlzabon 
68 Net CIAC (L25 - L26) 
69 Advances In Aid of Construction (AIAC) 
70 Customer DepositS 
71 Meter Advances 
72 Deferred Income Tax Credits 

I 
75 Cash Working Capital Allowance 
76 Prepayments 
77 Supplies Inventory 
78 Pqected Capital Expenditures 
79 Deferred Debits 
80 Citizens Acquisitbon Adpstment 
81 Onginal Cost Rate Base I 

5 34,004 
37.061 

71,065 -~ 
261.542 
643.073 
663.944 

802.320 
2.370.879 

2.361 
1.687 

1.708.531 

1.712.579 

409,500 
15.157 .~ 
49.196 

473.853 

9.609 
4.583 

1.189328 
11.691.493 

2,863.818 
1.825.550 

17,584,589 

293 
89.251 
313.106 
353.433 
542.457 

2.865 
118.742 

7.277 
71.294 

110.560 
10.836 

1,620.114 

5 23.833.079 
7.852.645 

S 15,980,434 

s 

2.825.809 
3,462.178 

107,711 

6.121.931 
$ 15,706,667 



I 

1 
I 
1 
1 
I 
I 
I 
I 
I 
I 
I 
1 
I 
I 
I 
1 
I 
I 
I 

ARIZONA-AMERICAN WATER COMPANY, INC. * MOHAVE WATER 
Docket No. WS-O1303A-02-0867 et al. 
Test Year Ended December 31,2001 

SCHECULE All-I 

SURREBUTTAL OPERATING INCOME STATEMENT - TEST YEAR AND STAFF PROPOSED 

[AI PI VI [Dl [El 
STAFF 

COMPANY STAFF TEST YEAR STAFF 
LINE TEST YEAR TEST YEAR AS PROPOSED STAFF 
- NO. DESCRIPTION AS FILED ADJUSTMENTS ADJUSTED CHANGES RECOMMENDED 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 

REVENUES: 
Metered Water Sales $ 4,286,070 

Total Operating Revenues $ 4,394,775 

Water Sales - Unmetered 
Other Operating Revenue 108,705 

OPERATlNG EXPENSES: 
Salaries &Wages 
Purchased Water 
Purchased Pumping Power 
Chemicals 
Repairs & Maintenance 
Office Supplies & Expense 
Outside Services 
Service Company Charges 
Water Testing 
Rents 
Transportation Expense 
insurance - General Liability 
Insurance - Health and Life 
Regulatory Comm. Exp. - Rate Case 
Miscellaneous Operating Expense 
Depreciation Expense 
Taxes Other Than Income 
Property Taxes 
Income Tax 

$ 844,087 
5,040 

294,603 
8,150 

301,313 
249.61 1 

5,177 
521,040 

18,307 

27,385 

83,386 
29,013 

692,199 
47,563 

272,584 
199,240 

Total Operating Expenses $ 3,598,698 
Operating Income (Loss) $ 796,077 

References: 
Column [A]: Company Schedule C-I 
Column [B]: Surrebuttal Schedule All-2 
Column [C]: Column [A] + Column [B] 
Column [D]: Surrebuttal Schedules DWC-1 and DWC-2 
Column [E]: Column [C] + Column [D] 

$ (229,804) 

76 
(26,286) 

(129,247) 
35,042 

(521,040) 

42,838 

339,176 
(23,310) 
(9,622) 

(32,929) 
293.1 11 

$4,286,070 

108,705 
$4,394,775 

$ 614,283 
5,040 

294,679 
(1 8.1 36) 
301,313 
120,364 
40,219 

18,307 

70,223 

29,013 
422,562 
668,889 
37,941 

239,655 
492,35 1 

$ (261,995) $3,336,703 
$ 261,995 $1,058,072 

$ (715,595) ’ $ 3,570,475 

108,705 
$ (715,595) $ 3,679,180 

$ 

(276,212) 

$ (276,212) 
$ (439,383) 

$ 614,283 
5,040 

294,679 
(1 8,136) 
301,313 
120,364 
40,219 

18,307 

70,223 

29,013 
422,562 

37,941 
239,655 
216,139 

$ 3,060,491 
$ 618,689 

668,889 
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ARIZONA-AMERICAN WATER COMPANY, INC. - AGUA FRlA WATER 
Docket No. WS-O1303A-02-0867 et al. 
Test Year Ended December 31,2001 

SURREBUTTAL REVENUE REQUIREMENT 

LINE 
- NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

DESCRIPTION 

Adjusted Rate Base 

Adjusted Operating Income/(Loss) 

Current Rate of Return (L2 / L1) 

Required Rate of Return 

Required Operating Income (L4 x L1) 

Operating Income Deficiency/(Excess) (L5 - L2) 

Gross Revenue Conversion Factor 

Required Revenue Increase/(Decrease) (L7 x L6) 

Adjusted Test Year Revenue 

Proposed Annual Revenue (L8 + L9) 

Required Increase/Decrease in Revenue (%) 

Rate of Return on Common Equity (%) 

References: 

[AI 
STAFF 
RCND 
VALUE 

18,283,746 

1,581,299 

8.65% 

5.9% 

1,076,571 

(504,729) 

1.62863 

(822,019) 

6,186,037 

5,364,018 

-1 3.29% 

9.0% 

/ 

Schedule DWC-1 

[BI 
STAFF 

ORIGINAL 
COST 

$ 16,665,182 $ 

$ 1,581,299 $ 

9.49% 

6.5% 

$ 1,076,571 $ 

$ (504,729) $ 

1.62863 

$ (822,019) $ 

$ 6,186,037 $ 

$ 5,364,018 $ 

-1 3.29% 

9.0% 

Columns [A], [B], & [C]: Staff Surrebuttal Schedules All-I, DWC-2, DWC-3, & JMR-S8 

[CI 
STAFF 
FAIR 

VALUE 

17,474,464 

1,581,299 

9.05% 

6.2% 

1,076,571 

(504,729) 

1.62863 

(822,O 1 9) 

6,186,037 

5,364,018 

-1 3.29% 

9.0% 



ARIZONA-AMERICAN WATER COMPANY, INC - AGUA FRlA WATER 
Docket No WS-01303A-02-0867 et al 
Test Year Ended December 31,2001 

SURREBUTTAL GROSS REVENUE CONVERSION FACTOR 

LINE 
- NO 

1 
2 
3 
4 
5 
6 

7 
8 
9 
10 
11 

12 
13 
14 
15 
16 
17 

18 
19 
20 

21 
22 
23 

24 
25 
26 
27 
28 

29 

30 
31 
32 
33 
34 
35 
36 
37 
38 
39 

40 

41 
42 
43 

DESCRIPTION 

I 
I 
I 
I 
I 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I (38) 

Calculation of Gross Revenue Conversion Factor 
Billings 
Uncollecible Factor (Line 11) 
Revenues (L1 - L2) 
Combined Federal and State Tax Rate (Line 17) 
Subtotal (L3 - L4) 
Revenue Conversion Factor (L1 /L5) 

Calculation of Uncollecttible Factor: 
Unity 
Combined Federal and State Tax Rate (Line 17) 
One Minus Combined Income Tax Rate (L7 - L8 ) 
Uncollectible Rate 
Uncollectible Factor (L9 x L10 ) 

Calculation of Effecbve Tax Rate 
Operating Income Before Taxes (Arizona Taxable Income) 
Anzona State Income Tax Rate 
Federal Taxable Income (L12 - L13) 
Applicable Federal Income Tax Rate (Line 40) 
Effective Federal Income Tax Rate (L14 x L15) 
Combined Federal and State Income Tax Rate (L13 + Ll6) 

100.0000% 
0.0000% 

100.0000% 
38.5989% 
61.401 1% 
1.628635 

100.0000% 
38.5989% 
61.4011% 
0.0000% 
0.0000% 

100.0000% 
6.9680% 

93 0320% 
34.0000% 
31.6309% 
38 5989% 

IB1 

Required Operating Income (Schedule DWC-1, Col. [B], Line 5) 
Adjusted Test Year Operating Income (Loss) (Sch. All-I, Col. [C], Line 28) 
Required Increase in Operating Income (L18 - L19) $ (504,729) 

$ 1,076,571 
$ 1,581,299 

Income Taxes on Recommended Revenue (Col. (01, L39) $ 376,099 
Income Taxes on Test Year Revenue (Col. [B], L39) $ 693,389 
Required Increase in Revenue to Provide for Income Taxes (L21 - L22) $ (317,290) 

Recommended Revenue Requirement (Schedule DWC-1, Col [B], Line 10) 
Uncollectible Rate (Line 10) 
Uncollectible Expense on Recommended Revenue (L24 x L25) 

$ 

$ 

5,364,018 
0 0000% 

Adjusted Test Year Uncollectible Expense 
Required Increase in Revenue to Provide for Uncollectible Exp (L26 - L27) 

$ 
$ 

Total Required Increase in Revenue (L20 + L23 + L28) 

Cakulabon of lncorne Tax 
Revenue (Schedule All-1, Col [C]. Line 5 & Sch DWC-1, Col [B]. Line IO) 
Operating Expenses Excluding Income Taxes 
Synchronized Interest (L43) 
Anzona Taxable Income (L30 - L31 - L32) 
Arizona State Income Tax Rate 
Arizona Income Tax (L33 x L34) 
Federal Taxable Income (L33 - L35) 
Federal Income Tax Rate 
Federal Income Tax (L36 x L37) 
Combined Federal and State lncome Tax (L35 + L38) 

Schedule DWC-2 

$ (822,019) 

STAFF 
I .- Test Year Recommended 

$ 6,186.037 $ 5,364.018 
$ 3,911,349 $ - $ 3,911,349 
$ 478.291 $ 478,291 
$ 1,796,397 78 $ 974,37878 

6 9680% 6 9680% 

$ 1,671225 $ 906,484 
34 0000% 34 0000% 

$ 308,205 $ 568,216 
$ 693,389 $ 376,099 

$ 125,173 $ 67,895 

Applicable Federal Income Tax Rate (Col [D], L38 - Col [B], L38) / (Col [C]. L36 - Col [A], L36) 34 0000% 

Calculation of lnterest Svnchronizabon. 
Rate Base (Schedule DWC-3. Col [C], Line 17) 
Weighted Average Cost of Debt 
Synchronized Interest (L41 x L42) 

$ 16.665.182 
2 87% 

$ 478,291 
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ARIZONA-AMERICAN WATER COMPANY, INC. - AGUA FRIA WATER 
Docket No. WS-01303A-02-0867 et at. 
Test Year Ended December 31,2001 

Schedule DWC-3 

SURREBUTTAL RATE BASE - ORIGINAL COST 

[AI 
COMPANY 

AS 
FILED _.- 

PI [CI 
STAFF 

STAFF AS 
ADJUSTMENTS ADJ ADJUSTED 

LINE 
- NO. 

$ 50,919,880 
4.993.698 

$ 142,227 A $ 51,062,107 1 Plant in Service 
2 Less: Accumulated Depreciation 
3 Net Plant in Service 

27.130 B 5,020,828 
.E6 46.041.279 $ 1 15,097 $ 45,926,182 

LESS: 

4 
5 Less: Accumulated Amortization 
6 Net CIAC 

Contributions in Aid of Construction (CIAC) $ 

1,973,438 1,973,438 

27,385,370 7 Advances in Aid of Construction (AIAC) 27,385,370 

8 Customer Deposits 

17,289 9 Meter Advances 17,289 

10 Deferred Income Tax Credits 

ADD: 

11 Cash Working Capital 

12 Prepayments 

13 Supplies Inventory 

14 Projected Capital Expenditures . 
- 1  15 Deferred Debits 

13,305,699 C 16 Citizens Acquisition Adjustment (I 3,305,699) 

$ (13,190,602) 17 Original Cost Rate Base $ 16,665,182 $ 29,855,784 

Adius tmen ts : 
A. Per plant adjustments on Surrebuttal Schedule DWC-4 
B. Per accumulated depreciation adjustments on Surrebuttal Schedule DWC-4 
C. Per acquisition adjustment on surrebuttal Schedule DWC-4 

References: 
Column [A]: Company Schedule B-1 
Column [B]: Staff Surrebuttal Schedule DWC-4 
Column [C]: Column [A] + Column [B] 

(39) 



I RIZONA-AMERICAN WATER COMPANY INC . AGUA FRIA WATER Schedule DWC4 
Docket NO WSO1303A-02 0887 e( al 
Ted Year Ended December 31 2Wl 

RREBUTTAL SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS 

PI 181 IC1 P I  [El 19 [GI [HI Ill 
STAFF LINE ACCT COMPANY Plantmt used Plant-unidentrfied Plant Mjs-Posted Plant Prey Dec Post-N PI AFUDC Ad) Acquisltlon AdJ 

NO NO DESCRIPTION ADJ#I &&g - ADJ #3 A D J f t S -  ADJ U6 ADJlt7 ADJUSTED 

a 
_ -  

PLANT IN SERVICE: 1; Leave Blank Leave Blank Leave Blank 
lntanqlble 

301 00 Omanizahon $ 1.229 
78 887 

a -  $ $ -  5 1,229 
78 887 

$ -  5 -  s 

-- 302 W Franchises 
303 W Miscellaneous Intangibles 115.264 

195,380 
115264 
195 380 

4 

10 

16 

1: 
1; 
1; 
(s 40 

1; 47 
1; 

22 
23 

28 
29 
30 

35 
36 

41 
42 

48 

53 
54 
55 

Subtotal Intangible 

Source of SUDD~Y 
31 0 00 Land & Land Rights 
311 00 Structures 8 Improvements 
312 00 Collechng & Impounding Reservoirs 
313 00 Lakes Rivers Omer Intakes 
314 W Wells and Spnngs 

Subtotal Source of Supply 

320 00 Land & Land Rights 
321 00 Smctures & Improvements 
323 00 Other Power Production 
325 00 Electnc Pumping Equipment 
326 W Diesel Pumping Equipment 
328 10 Gas Engine Pumping Equipment 

Subtotal Pumping 

Water Treatment 
330 00 Land & Land Rights 
331 00 Stn~&res &Improvements 
332 W Water Treatnent Equipment 

Subtotal Water Treatment 

Transmission 8 Distnbutm 
340 00 Land 8 Land Rlghts 
341 00 Structures 8 Improvements 
342 00 Distnbuton Reservoirs &Standpipes 
343 00 Transmwon & Distnbuhon 
344 00 Fre Mans 
345 00 Services 
346 W Meters 
348 00 Hydrants 
349 00 Other Transmisson a Distnbubon 

Subtotal Transmission & Distnbu 

General - Albcated Common Plant 
389 00 Land 8 Land Rights 
390 00 Structures 8 Improvements 
391 00 Office Fumihlre and Equipment 
391 10 Computer Equipment 
392 W Transportahon Equipment 
393 00 Stores Equipment 
394 W Tools Shop. 8 Garage Equipment 
395 W Laboratory Equipment 
396 00 Power Operated Equipment 
397 00 Communicabon Equipment 
398 W Miscellaneous EouiDment 

Subtotal General 

217.682 
1,150,072 

(4.619) 
(1 1,196) 

213,063 
1.189.507 50.631 

(29.5861 
21,045 

4,081,994 
5.449.748 

4.052.408 
5,454,978 (15,815) 

47,681 
1246.735 

47.681 
1.246.735 

(15.122) 90.551 

90.551 

14,614,342 
25.799 

697 
15.935.254 

14538.913 
25,799 

697 
15.859325 (15.1221 

39.917 
374,055 
413.972 

225 

3.090.645 
21.459.474 

39.917 
387,757 
427.674 

(10.260) 
(10.260) 

(3.442) 
(3.4421 

225 

(20.687) 
(8.3451 

3.145.746 
21.475.529 

2.694.167 
1,744,305 
2.799.956 

2.694.167 
1.744.305 
2.805.185 

31,794.001 

5.229 

(23.803)- 31.859.928 (42.124) 

681 
467.707 

681 
467,707 
230,306 
189.928 
251.004 
4.012 

(8.5141 238.820 
272.602 
251.304 

(82.674) 

4,012 
66.402 
18.183 
16.803 

57.402 
18.183 
16.803 
122,529 
38,697 

1,397,252 

23,584 98,945 
38,697 

1.473.856 6.070 182.674l 

56 Add 

I 58 57 Less Remove Double-Booked Advances (4.128.730) 
(217.801) 

I 
217.801 

(4.128.730) - 
59 AFUDC Adjustment 3/95" 
60 
61 Total Plant In Servce 
62 Less Ammulated Depreciation 
63 Net Plant in Service (L59 - L 60) (M 65 LES> 

66 Contnbutlons m Aid of ConstRlcOon lClACI 

~~- * _  
- . $ - $ 83.603 $ 217.801 $ - $ 51.062.107 

4,993.698 25,330 - - - - 52.460 5.020.828 
- $ - $ 83.603 $ 165,341 - $ 46,041,279 3 

~~ 

$ 50.919.880 $ (159.177) $ . $ 

$ 45.926.182 $ (133,847) 5 - . 5 -. 
$ - $ - $ - $  - $ - $ -  $ -  5 - $  

67 Less AccumLaerl Amortization 
Net ClAC (US - L26) it Aovances n Ad of Constncrion 'A ACI 

~ ~ _ _ _  
1.973.438 

~~ 

1.973.438 
27,385370 27,385.370 

70 Customer Deposits 
71 MeterAdvances 17.289 17.289 
72 Deferred Income Tax Credits 

74 A D D  
75 Cash Working Capital Allowance 
76 Prepayments I 77 73 Supplies Inventory 
78 Projected Capital ExDenditures 
79 Deferred Debits 
80 Cihzens Acquwbon Adjustment 
81 Ongmal Cost Rate Base 1 

(13 305 699) -~~ 13,305699 . - 
. $ - $ 83603 $ 165341 $ (13305699) $ 16665.182 

~ --- $ 29855784 S (133847) $ - f 

ADJIl References 
1 Per Staff Engineenng Reports 
2 Plant - unidentified Per Staff Enqineenng Reports 

Plant - not used 8 useful 

I 3 Plant - mis-posted 
4 
5 Post-Test Year Plant 
6 Remove AFUDC Ad1 3/95 
7 Remove Acquisition Adjustment Per Carlson Direct Testimony 

Per Company Response to Staff Data Request BKB 263 
Per Decision No 60172 
Per Company Response to Staff Data Request DWC 12-2 
Per Company Response to Staff Data Request DWC 6-10 Amended 

Plant - removed by previous decision 
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ARIZONA-AMERICAN WATER COMPANY, INC. - AGUA FRIA WATER 
Docket No WS-01303A-02-0867 et ai. 
Test Year Ended December 31,2001 

SURREBUTTAL OPERATING INCOME STATEMENT -TEST YEAR AND STAFF PROPOSED 

[AI [BI IC1 
STAFF 

COMPANY STAFF TEST YEAR 
LINE TEST YEAR TEST YEAR AS 
NO. 

1 
2 
3 
4 
5 

6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 

DESCRIPTION AS FILED 

REVENUES: 
Metered Water Sales $ 5,846.076 
Water Sales - Unmetered 
Other Operating Revenue 339,961 
Total Operating Revenues $ 6,186,037 

OPERATING EXPENSES: 
Salaries &Wages 
Purchased Water 
Purchased Pumping Power 
Chemicals 
Repairs & Maintenance 
Office Supplies & Expense 
Outside Services 
Service Company Charges 
Water Testing 
Rents 
Transportation Expense 
Insurance - General Liability 
Insurance - Health and Life 
Regulatory Comm. Exp. - Rate Case 
Miscellaneous Operating Expense 
Depreciation Expense 
Taxes Other Than Income 
Property Taxes 
Income Tax 

$ 632,324 
382,700 
601,814 

10,523 
198,956 
164,777 
35,465 

713,274 
8,614 

25,840 

33,390 

43,906 
188,009 

1,187,079 
40,435 

315,444 
387,708 

Total Operating Expenses $ 4,970,258 
Operating Income (Loss) $ 1,215,779 

References: 
Column [A]: Company Schedule C-I 
Column [B]: Surrebuttal Schedule All-2 
Column [C]: Column [A] + Column [B] 
Column [D]: Surrebuttal Schedules DWC-1 and DWC-2 
Column [E]: Column [C] + Column [D] 

ADJUSTMENTS 

$ 

$ (216,798) 

73 

8,729 
(1 27,984) 

30,666 
(713,274) 

16,342 

259,615 
88,875 
3,225 

(20,670) 
305,681 

$ (365,520) 
$ 365,520 

ADJUSTED 

$5,846,076 

339,961 
$6,186,037 

$ 415,526 
382,700 
601,887 
10,523 

207,685 
36,793 
66,131 

8,614 
25,840 

49,732 

43,906 
447,624 

1,275,954 
43,660 

294,774 
693,389 

$4,604,738 
$1,581,299 

SCHEDULE All-I 

[Dl [El 

STAFF 
PROPOSED STAFF 
CHANGES RECOMMENDED 

$ (822,019) $ 5,024,057 

339,961 
$ (822,019) $ 5,364,018 

$ 

(317,290) 

$ 41 5,526 
382,700 
601,887 
10,523 

207,685 
36,793 
66,131 

8,614 
25,840 

49,732 

43,906 
447,624 

1,275,954 
43,660 

294,774 
376,099 

$ (317,2901 3 4,287,448 
$ (504,729) $ 1,076,570 
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